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Preface 


“Fundamentals of Economics” was developed in a laboratory. That 
laboratory was the classes in economics on the Chicago campus of North- 
western University, where the book, in its earlier forms, has been used 
for several years. The present edition was preceded by three mimeo- 
graphed or planographed editions, and each new edition represented 
an extensiv'e revision. Each time large portions of the book were com- 
pletely rewritten. These successive revisions were based on discussion 
with students, the criticism of colleagues, and above all, on our own 
classroom experience. 

“Fundamentals of Economics” is intended to introduce college students 
to the study of economic principles. Therefore, the discussion ^has been 
limited as far as possible to those basic facts, concepts, relationships, 
and institutional arrangements which are most essential to an under- 
standing of our economy. Every effort has been exerted to make the 
discussion clear, concrete, and to the point. To this end illustrations and 
charts have been used freely whenever it was felt that they would help 
the reader. 

On the basis of their own experience the authors believe that “Funda- 
mentals of Economics” can be used to advantage in any first course in 
economic principles. Though the book is modern in its viewpoint and 
its theories, the general organization is along traditional lines. The 
authors have not been interested in innovation for its own sake. They 
believe that new developments in economics can be best understood if 
they are brought into relationship with those developments which came 
earlier. Their primary pui'pose has been to write a text that is (1) clear 
and readable, (2) capable of interesting the student, (3) sound in theoiy-, 
and (4) thoroughly teachable. To aid both student and teacher each 
chapter is provided with a summary, and with questions and exercises. 
References are also given for the benefit of students who wish to do 
additional reading. 
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The authors wish to express their deep gratitude to all those friends 
and associates who read the manuscript in whole or in part and who 
made valuable suggestions. However, responsibility for the ideas ex- 
pressed and for any errors that may have crept in is wholly the authors . 
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1. Introduction 


Economics is a study of the social aspects of business. It deals with the 
actiNities of businessmen and with the principles and practices involved 
in producing, exchanging, and distributing economic goods. It is impor- 
tant, at the outset, that the scope of the study be clearly defined. 
Economic theory, in its broadest sense, includes all the activities in which 
individuals engage in order to satisfy their wants for scarce goods and 
services. Such a study, however, encompasses so broad a scope that it 
would be impossible to include in one book all of the material necessary 
for an understanding of economic life. Our study, therefore, will be 
limited for the most part to the fundamental activities in which indi- 
viduals engage for the purpose of making a living. Because of the 
important role of the businessman in a free-enterprise system, we shall 
devote especial attention to his endeavors to earn profits. 

Since the businessman occupies such a prominent place in our econ- 
omy, before we begin this study of economic activities and the forces 
that control them it is important to know just who is meant by the 
businessman or enterpriser; or, to use a term often found in economic 
literature, the "entrepreneur.” For our study, the term 'iDusinessman” 
must be defined in a narrow sense. It refers only to those who promote 
business enterprises, who dictate policy, and who exercise ultimate 
control. They are the real businessmen; all others are merely employees 
who carry out directions. 

The businessman, it is said, is the final coordinator of the factors 
employed. He takes the ultimate risks and makes the final decisions; in 
other words, he "dictates business policy.” * It must not be assumed, 
however, that the businessman or enterpriser is the only one who makes 
decisions. Managers, as distinct from the enterpriser, also make decisions. 
The consumer is constantly making decisions that the businessman cannot 

^ Gaiwer nnd Hansen, “Principles of Economics,” Ginn and Company, Boston, 1937 

p. 43. 
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ignore. Investors make decisions. The government passes laws that afiFect 
the decisions of businessmen. Workers have a voice in wages, hours of 
labor, and the like. Customs and habits, ways of doing things, and 
precepts of right or wrong action all limit the decisions of the business- 
man. Finally, the actions of competitors vitally affect the businessman's 
freedom to dictate business policy. 

Moreover, the businessman is not the only person who takes risks. 
Labor assumes risks of unemployment, accident, and technological 
change. Investors assume risks, and hired managers and administrators 
assume risks. The businessman, however, assumes a special kind of risk, 
since by taking the responsibility for a venture he stands generally to 
lose both his reputation and his capital if the venture fails. We see, 
therefore, that, while the term ‘Ijusinessman” as used in this study refers 
to a very limited group of individuals, yet this group plays a part that 
is of vital concern to all society. 

Though our principal concern in this book is with the profit-making 
activities of businessmen, we cannot entirely overlook either the con- 
sumer or the effects of business upon society as a whole. We shall, 
therefore, in this introductory chapter, briefly survey both the role of the 
consumer and the effect of business activity upon social welfare. 

Role of the consumer. Important as is the businessman in our economic 
pattern, his influence and power would disappear if it were not for the 
consumer. Without consumers, no business can exist. In order to illustrate 
the significance of the consumer, let us take a simple example to show 
the part he plays in the economic process. 

Mrs. X, a housewife, enters a comer grocery store to purchase a loaf 
of bread. This action in itself is a very simple one, but to make it possible 
for Mrs. X to purchase bread a whole chain of events must previously 
have occurred. The farmer must have cleared and cultivated land, 
planted and harvested wheat, and sold it to the grain dealer. He in turn 
must have sold it to the miller, who ground it into flour which was bought 
by the baker. The baker prepared and sold the bread to the grocer, who 
now has it ready for Mrs. X to purchase. 

We should note that every activity prior to the actual purchase of 
bread by Mrs. X was made in anticipation of that purchase. We might 
even have gone back further. Before the farmer cultivated his land, farm 
implements must have been manufactmred, and before that, iron ore and 
coal must have been mined. These and many other activities that might 
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have been mentioned were all engaged in because of the demands of 
consumers for bread. Because consumption is the final goal of production, 
the consumer by purchasing or refusing to purchase determines the kinds 
and quantities of goods tliat are to be produced. 

The consumer is also sensiti^ e to price changes. For example, when 
Mrs. X entered the store and asked for a loaf of bread she expected to 
pay a certain price for it, let us say 10 cents. Suppose the grocer has 
prexiously sold bread for that price, but today he has raised the price to 
12 cents. What explanation will he give to Mrs. X and what will be her 
reaction? Will she purchase the bread, or will she purchase a substitute 
product, such as potatoes? It is clear that the price of a consumer s good 
is \ital in determining the quantity that will be purchased. It is the 
consumer, therefore, who determines how much of a good can be sold 
at various prices, and it is also the consumer who determines the kinds 
of goods that can be sold. 

The decision of a consumer as to what and how much to purchase 
depends largely on income. Suppose Mrs. X’s husband is employed and 
is receiving a wage of $200 per month. On the basis of this wage she has 
decided on a pattern of purchases at prevailing prices. However, if 
Mr. X’s wages are cut or prices increase, she must change this pattern; 
since she can spend fewer dollars, or must pay higher prices, she must 
resort to one of the following two alternatives: She may reduce her 
purchases of all goods to a greater or less degree; or she may reduce her 
purchases of some goods in order to buy more of others. For example, 
she may buy more of relatively cheap foods in order to substitute these 
for expensive foods that she can no longer afford. 

Since the housewife has a limited income and since in spending that 
income she will seek to secure the greatest amount of desirable goods, 
it is clear that the businessman is very largely dependent on the pattern 
of consumer expenditure. Whether he is planning plant expansion or 
production schedules or a sales campaign, he must always keep in mind 
not only the consumer’s needs and desires, but also the consumer’s 
income. 

Social implications of business activity. In countries like the United 
States private business is permitted, and the rights of tlie businessman 
are protected by law. The theory behind this is that activities of business- 
men are, in general, beneficial to the community. In retuni, however, for 
his rights and privileges the businessman has social responsibilities. The 
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community looks to him to produce the goods that consumers desire. 

It also looks to him to reduce costs, to increase the quality and quantity 
of his products, and to share the benefits of increased production with 
the workers, the owners of capital, and the consumers. Unless business 
as a whole benefits society, businessmen are not entitled to the incomes 
that they receive, for a businessman should receive a reward only if he 
is rendering a service to society. 

At times, however, a few businessmen enhance their incomes because 
they have discovered ways and means to exploit others. Sometimes they 
use monopoly power to extract excessive prices from the consumer. 
Sometimes they are able to hire labor at substandard wages. Or again, 
by financial manipulation they are able to return to the investor an 
amount below the actual earnings on his capital. These cases, however, 
are the exception rather than the rule, for, by and large, businessmen 
have lived up to their social responsibilities. They have promoted the 
general welfare by making possible an ever greater production of goods 
at ever lower prices. 

Although the record of business in this respect has been highly com- ^ 
mendable, there is still room for improvement. In consequence it has 
been suggested that, over the years, certain tests should be applied to 
every business concern to determine its contiibution to the social welfare. 

It has been suggested that the following questions must be answered 
in the afiirmative if a business is to be classed as contributing to the 
general welfare. First, has the business increased wages? Second, has it 
increased employment? Third, has it improved the quality of the product? 
Finally, has it lowered prices to the consumer? If a business has achieved 
some of these goals, without doing so at the expense of others, then 
clearly it is contributing to the general welfare. If it has not achieved any 
of these goals, it is possible that it is following socially undesirable 
policies which it should be required to modify. 

An illustration may aid in making this point clear. It has been stated 
that, in the long run, it is the responsibility of businessmen to increase 
consumer incomes. This can be achieved by lowering prices and by 
increasing wages and dividends. If either prices are lowered or wages 
or dividends increased, some gain in the national welfare will result. 
To demonstrate the possibilities of such gains we shall cite an example 
showing what was accomplished in one business. 

In 1932 a certain producer had total sales per employee of only $5,500 
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per year. He could pay an average annual wage of only $1,300 and a 
di\idend of only $2 per share of stock. The volume of his business was 
so small that he could employ only 200 men. Bet\veen 1932 and 1943, 
howe^•er, he was able to expand his business and achieve great operating 
economies. As a result, he was able to increase annual productivity from 
$5,500 to $28,000 per worker; moreover, this increase was achieved even 
though over the 11-year period he reduced the price of his product from 
$550 to $190 per unit. Because of the increased productivity per worker 
he was able to increase annual wages from an average of $1,300 to an 
average of $5,400 and to increase dividends from $2 to $6 per share. 
In other words, by increasing the output per worker he was able to 
increase wages and dividends while at the same time he reduced prices. 
Thus all groups benefited, and public welfare was promoted. 

Of course, some businessmen have more ability than others, and some 
are more favored by circumstances. Nevertheless, experience has demon- 
strated that industry by and large can make tremendous strides in bring- 
ing more and better goods to the market at lower costs per unit. 

Necessity for profits. Although businessmen must recognize their social 
responsibilities, this must not be interpreted to mean that they should 
disregard profits. The businessman who does not have a keen sense of 
money values will find himself taking heavy losses, and very' soon he \vill 
lose his business. 

The word '‘profits” is a much abused term. Often it is assumed that 
profits represent an income that has not been earned. Businessmen, 
however, use the term merely to indicate any income that they receive 
after all costs have been paid. In some cases such income may be great, 
in others very small. Large profits may or may not be a wcll-deser\'ed 
return for services rendered. In general, however, business profits repre- 
sent just rewards. Every business must assume certain risks, such as those 
arising from price changes. Business losses are often hea\y, and the 
mortality rate among businesses is high. In consequence, returns must 
be substantial to those who are successful, for otherwise it would not 
pay to take the risks. We must remember that profits do not arise because 
people take risks; rather, people take risks in the hope of securing profits. 
Although it is true that at times profits acenie to businessmen because 
of unfQreseen and lucky circumstances, like a sudden rise in prices, vet 
in the main profits accrue only to those who exercise skillful management 
tmd shrewd judgment. 
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Later in the discussion the question of reasonable and unreasonable 
profits will be considered. At this point we shall assume that most profits 
are justifiable rewards which businessmen receive in return for anticipat- 
ing the wants of consumers, producing goods or services to supply those 
wants, and taking the risks that are necessarily involved. It is the search 
for profits that induces the businessman not only to expand production 
but also to increase the employment of labor and capital, and to make 
possible higher wages and dividends. Often, also, the search for profits 
induces the businessman to reduce prices or to improve the quality of 
his product. Larger sales and larger production may mean lower costs 
per unit; and even if the profit margin per unit falls, this may be much 
more than offset by the sale of a greater number of units. 

Conditions essential for carrying on business. Under a free-enterprise 
economy, as we have seen, society looks to the businessman to provide 
for the wants and needs of consumers. It also looks to him to furnish 
goods in constantly increasing quantities and at ever lower prices. In the 
long run, if the businessman is to serve the community well, he must be 
permitted to make reasonable profits. However, merely to permit him to 
make profits is not enough. He must be permitted to make them under 
such conditions that his activities tend to benefit rather than injure the 
community. 

The first basic condition for efficient business is reasonable stability. 
Businessmen must make plans in the present in anticipation of future 
needs. Such planning is almost impossible if the conditions surrounding 
economic activity are constantly changing in unpredictable ways. If 
goods are to be produced next year or the year after, decisions must be 
made now. Capital must be borrowed, plants built, and labor trained. 
If the necessary capital is to be obtained, investors must have some 
reason for believing that a project is likely to be a success, and this means 
that estimates must be made in the present of future costs, future volume 
of sales, and future selling prices. The greater the degree of stability 
under which he operates, the greater is the confidence of the businessman 
in his plans. Fear and uncertainty tend to bring business stagnation; 
confidence promotes energy and enterprise. Perfect stability is not of 
course possible, perhaps not even desirable. Some uncertainties always 
remain, and businessmen must always accept a certain amount pf risk. 

Although the businessman, through the exercise of foresight and 
intelligent planning, may wield considerable influence in securing and 
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maintaining a reasonable degree of stability, other influences may be 
present that may nullity his efforts in this respect. Political action may 
upset his plans, especially if the government follows an erratic and 
unpredictable program. Often, in its attempt to improve conditions, the 
government passes laws without understanding their effect upon the 
business pattern. If these laws are passed without adequate warning, 
or if they are imposed without good reason, the businessman finds him- 
self in a difficult position. When changes are necessary in the interest of 
the general welfare, e\'ery effort should be made to avoid unduly dis- 
rupting the pattern of business activities. This can be accomplished if 
definite policies are established and if every effort is made by the 
government to adhere to such policies. 

A second basic condition, which usually tends to foster business 
enterprise and guide it into socially useful channels, is a free and com- 
petitive market. The actual markets in which businessmen produce and 
sell their products vary greatly in type. Some markets are truly com- 
petitive; others are dominated by monopolists. In some markets buyers 
and sellers are free to bargain; in still others prices and the conditions of 
sale are subject to government regulation. In our system of free enter- 
prise most kinds of business will provide the greatest social benefits if 
they are required to produce and sell their products in free, competitive 
markets. In such markets production and prices are flexible, for anyone 
can produce whatever he desires and offer it for sale. In markets in which 
free competition prevails, only those producers who can operate efficiently 
and sell at a relatively low price vrill continue in business; all others will 
fail. Competition forces the businessman to conserve man power as well 
as raw materials. It also induces him to expand production and sales. 
Under these conditions employment, money incomes, and real purchasing 
power all tend to be maximized, and as a result, the general welfare is 
promoted. 

Although most kinds of business serve the public best when operating 
under conditions of competition, there are some exceptions, notably the 
public utilities. In these industries very large plants and extensive equip- 
ment are generally necessary if they are to operate efficiently; and since 
they can operate only in a limited market, if competition were en- 
couraged, duplication of plant and equipment would lead to extensive 
waste and very high prices to consumers. Moreover, since the utilities 
require rights of way, duplication of equipment would needlessly clutter 
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OUT streets and our rural landscapes. It is now generally recognized that 
the public utilities should be operated as monopolies, but that, in order 
to protect the public, they should be under government supervision. 

In those industries in which monopoly is advantageous to the public, 
government policy should not only permit but encourage it. On the 
other hand, in that larger group of industries where competition best 
serves the public interest, government policies should be designed to 
protect competition and put obstacles in the way of monopoly. 

A third basic condition for the effective functioning of business is the 
existence of an efficient and mobile labor force. Labor is the active factor 
of production. In order to take advantage of its greatest opportunities 
labor must be not only well trained but also adaptable to changing 
circumstances. To be most productive and receive the highest possible 
wages, sometimes even to be employed at all, a worker must be able to 
shift from one industry to another as new products replace old ones. 
Also, he must be able to shift from one job to another as methods of 
work change; and he must be able and willing to move from one part 
of the country to another as industries change their location. 

This problem of the mobility of labor is one of the greatest under our 
present economic system. Changing jobs is often difficult, especially for 
trained workers whose skills are no longer in demand because of changed 
industrial needs. Inducing workers to move from one place to another in 
order to better themselves is also difficult. Labor is a human factor, and 
a worker is often bound to his locality by strong ties of sentiment and by 
family and friends. Nevertheless, a reasonably mobile labor force is very 
necessary if we wish to increase production and raise standards of living. 

The basic requirements, then, for efficient and socially useful business 
activity are these three: (I) reasonably stable conditions under which 
to carry on business; (2) competitive markets for most industries, with 
monopoly under government regulation encouraged in certain cases 
where it best serves the pubHc interest; (3) an efficient and reasonably 
mobile labor force. Where these conditions are approximated, most 
business activities should bring benefits to both the businessman and the 

community. 

Business problems and economic problems. Every businessman faces 
problems in the operation of his business. The very complexity of business 
relationships makes this inevitable. Some of these problems result from 
the businessman's own ignorance, mistakes, and shortsightedness; others 
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s?ro\v out of the ditrieulh- of recx)ncilin‘4 short-run and lonji-run ol)jectives. 
Some business problems concern the internal organization of an enter- 
prise ;is an efficient productive unit; others, again, concern the relation 
of the individual enteq?rise to the rest of the economic system. 

To a large extent the problems that the businessman faces in operating 
his own enterprise are created by maladjustments in the economic 
system as a whole. These maladjustments are not business problems in 
the narrow sense, because there is verx- little that tlie individual business- 
man can do about them. Because they affect the entire economy, they 
are properly called economic problems. As a rule, economic problems 
can be solved only by group action, and sometimes the only agency in a 
position to take such action is the government. 

Much of our study in economics will be devoted to basic problems 
that must be solved if we are to make progress. As we progress beyond 
the elementary level, we shall find that the problems are many and cover 
a wide field. They relate to such matters as the business cycle, inequality 
of wealth and income, inefficiency in production and marketing, foreign 
trade, social security, and economic planning. To the extent that any one 
\*ital problem is solved, to that extent business can make more progress 
toward achieving its goals. In our study we shall frankly recognize that 
serious economic problems exist and that there are good reasons for their 
existence. However, we shall also assume that they can be solved, and 
that to solve them it will not be necessary to change the form of our 
government or to abandon our system of free enterprise in favor of some 
other system. 

We must remember, however, that there is seldom any simple solution 
for an economic problem. Since most economic problems are complex, 
there is danger that if we do not really understand them we may apply 
the wrong remedies. This will merely create new problems and may 
create even greater difficulties than existed before the “remedy” was 
applied. 

Because economic problems are generally so complex, it may be that 
no simple direct solution can be discovered. Instead of seeking to attack 
a problem directly it is often necessary to correct conditions that bear 
upon it only indirectly. A roundabout approach is often more effective 
than a direct assault. 

The solution of economic problems may be compared to the actions of 
the skipper of a sailboat who wishes to reach port. He is entirely 
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dependent upon wind power, and yet the port that he wishes to reach 
is in the very direction from which the wind is blowing. To the landsman 
his situation might seem hopeless, for it is obvious that he cannot sail 
directly into the wind. However, those who understand sailing know 
that by following a course sometimes to the right and sometimes to the 
left he will eventually reach his goal. Just as the straightest course is 
not the way for the skipper to reach port, so the simplest and most 
obvious procedure is not always the way to achieve economic goals. 

In order to analyze an economic problem and find the solution for it 
we must first know something of the real world in which business is 
carried on. This, however, is not enough. We must also have a thorough 
grasp of basic economic principles. In our study, therefore, we shall 
present those principles which are of most concern to businessmen. Then, 
with these principles as a guide, we shall seek to find solutions for the 
problems that the businessman faces. 

Although the businessman cannot afford to ignore the effect of his 
activities on social welfare, nevertheless this is not his chief interest. His 
principal purpose is, on the contrary, to maximize his own wealth and 
income. A knowledge of economic principles greatly increases his chances 
of success because it enables him to make a better adjustment of his own 
business to the general economic situation. 

Study Questions 

1. Since all factors of production are subject to risk, why is the risk taken 
by the businessman of such special significance? 

2. It is often maintained that the consumer stands at the center of all eco- 
nomic activity. In what sense is this true? 

3. Why must the businessman be concerned with the social implications of 
his activity? 

4. What four important questions may be asked to determine whether the 
businessman is contributing to the general welfare? 

5. Our economy of capitalism is often called a profit economy. Many con- 
temporary writers refer to capitalism as a profit-and-loss economy. Is this 
latter characterization correct? 

6. Why must a business make profits? 
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7. What tliree basic conditions are necessary if businessmen are to function 
efficiently and effectively in promoting the general welfare? 

8. Name some of the outstanding economic problems that confront our 
nation at the present time. 

References for Further Reading 
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York, 1946, Chap. 1. 
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Carver, F. B., and A. H. Hansen: “Principles of Economics,” Ginn and Com- 
pany, Boston, 1937, Chap. 1. 

Marshall, Alfred: “Principles of Economics,” 8th ed., Macmillan & Co., 
Ltd., London, 1925, Book I, Chaps. 1-4. 



2. The Foundations of 


Economic Activity 


Our study to this point has indicated that if businessmen are to be suc- 
cessful in operating their enterprises they must take many factors into 
account. Among these, none are more significant than the three founda- 
tions upon vv^hich all the principles that govern economic activity rest. 
These basic foundations are (1) the nature of man; (2) the nature of 
his physical environment, for physical laws vitally affect his efforts to 
satisfy his wants; and (3) the nature and purpose of organized society. 
We shall briefly consider each of these foundations in order to indicate 
its importance to an understanding of the fundamentals of economics. 

The Nature of Man 

Every businessman knows that he cannot operate his business success- 
fully unless he takes full account of the nature and characteristics of the 
one with whom he does business. It is essential, therefore, that business- 
men recognize the fact that individuals devote a very large share of their 
efforts to activities that will satisfy their wants or desires. If they are 
hungry, they seek ways and means to secure food and then they con- 
sume it. If they become tired, they find a place to rest and then they fall 
asleep. Sometimes they desire action, and so they formulate rules to 
govern sports and then they participate in them. All these activities and 
many others illustrate a plain truth; namely, that individuals have many 
desires that they seek to satisfy. This truth lies behind most human 
activities, and the businessman must take it into account. In our study 
of economics we call this fundamental truth the principle of want 
gratification. 
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This basic principle, ho\ve\ er, must be modified to some extent. Careful 
obser\ation will re\'eal that, although individuals are seeking constantly 
to satisfy tlieir w’ants or desires, they are seldom wholly successful in 
satisfying even one of them. At times it is possible to satisfy a want for 
the moment. Howe\'er, once satisfied it returns time and again, and the 
process of gratifying it must be repeated. Still more significant is the fact 
that, although any one want may be temporarily satisfied, our wants 
are so numerous and varied that it is never possible to satisfy all of them 
even for a moment. 

Our obser\'ation will reveal, further, that not all wants or desires which 
are to be satisfied are of direct economic concern; hence, businessmen 
must distinguish between those activities which are engaged in to secure 
goods or services that command a price in the market and those which 
are not. A man’s effort to secure and retain the love of his family or 
esteem among his friends, or to satisfy a spiritual longing, may be very 
significant to him and yet may have no effect in the market. No matter 
how important a role such activities play in the lives of men and women, 
they fall outside the field of economic relationships. The businessman, 
therefore, must be sure that he distinguishes activities which do not affect 
the market from those which definitely are undertaken for the production, 
exchange, or distribution of goods and services. 

The pattern of economic activity that businessmen must take into 
account is influenced by two other considerations. Both of these grow 
out of the fact that men seek to gratify their wants. The first consideration 
is the principle of diminishing utility, which may be stated as follows: 
As a person acquires or consumes more of any commodity in a limited 
period of time, beyond a certain point his desire for additional units tends 
to decrease. This principle is very important and will be discussed later. 

The second factor that vitally affects the pattern of want satisfaction 
is that man is endowed with foresight and can, therefore, envision the 
future and plan for it in the present. Because of this characteristic, 
individuals often receive as much satisfaction in anticipating the con- 
sumption of a good as in the actual consumption at a later time. In tliis 
respect man is different from animals, for if they provide for the future, 
it is instinct and not foresight that guides them. Foresight causes indi- 
viduals to refrain from satisfying desires in the present in the expectation 
of receiving a greater amount of satisfaction in the future. An indiWdual, 
for example, may save part of his income in the present because he wishes 
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to enjoy extra income in the future. Individuals also save to protect 
themselves against insecurity in the future; and often they make great 
sacrifices in the present because they expect to receive even greater 
future benefits. This characteristic of foresight is very significant. On the 
one hand, it results in savings from 'svhich comes the capital required for 
the development of business enterprises; on the other hand, it sometimes 
forces the businessman, in seeking markets for his products, to urge 
individuals to spend on present wants rather than save for the future. 

The fact that individuals are endowed with foresight leads to still 
another factor which the businessman must take into account. Because 
of the law of diminishing utility and because individuals can never gratify 
all their desires, they tend to choose between goods and services in such 
a manner that their satisfactions will be balanced. Once consumption of 
a good reaches a certain point, each additional unit gives a smaller 
degree of satisfaction. Therefore, the individual soon turns from the 
consumption of one good, the desire for which has been partially satisfied, 
to the consumption of another, the desire for which is still relatively 
intense. When the individual has partially satisfied his present desires, 
he weighs their further satisfaction against his possible wants in the 
future. By thus balancing one desire against another, he tends to spend 
his income in such a way as to give him the greatest possible total 
satisfaction. If an individual’s wants were in perfect balance, a dollar 
spent on one good would yield exactly the same satisfaction as a dollar 
spent on any other. 

In view of these facts, the student of economics should keep in mind 
three basic principles relating to man: (1) Man is endowed with a great 
many desires that he seeks to satisfy. (2) In gratifying these desires he 
discovers that the principle of diminishing utility operates. (3) He receives 
the greatest total amount of satisfaction if he balances his desires, both 
in the present and in the light of the future. 

The Nature of Man’s Physical Envirokment 

The second foundation for the study of business economics is a 
knowledge of man’s physical environment and the limitations it places 
on his ability to satisfy his wants. In some parts of the world nature has 
been bountiful, in others niggardly. Soil, climate, and natural resources 
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are all vital factors in determining the success or failure of man’s economic 
efforts. 

Whether a countr>^ is rich or poor in natural resources, there will always 
be some goods and services that are relatively plentiful and others that 
are relatively scarce. Moreover, as population increases, farm lands and 
other natural resources (aside from new discoveries) tend to remain 
constant or even decrease, so that less on an average-is available for each 
indi\ddual. It follows, therefore, that at any given state of technological 
development, the additional goods required for the additional people 
can be produced only at progressively greater expenditure of labor and 
capital. This situation will result because a principle known as the law 
of diminishing returns is operating. This law states that as additional 
units of labor or capital are applied to a fixed amount of land, beyond a 
certain point there wiU not he a proportional increase in the product. 

In a later chapter this principle will be explained more fully. Here it 
is introduced merely to illustrate the limitations that mans physical 
environment places on his ability to satisfy his wants. 


The Nature of Organized Society 

The third foundation for the study of business economics is the nature 
and functions of organized society. As we know them, economic or 
business activities are always social. To cany them on, indi^'iduals must 
organize, and they must have various kinds of dealings with other people. 
If he were not a member of a social group, man could satisfy ^'ery few 
of his wants. A knowledge of the nature and pattern of societ)' is, there- 
fore, indispensable to an understanding of man*s economic acti\ities. 

Relation of the individual to society. When human beings live in social 
groups, how do the economic interests of the businessman relate to those 
of the group as a whole? On this question two extreme points of view 
are possible. The first is that the interests of the businessman ine\itably 
conflict with the social interest. Therefore, since the social interest is of 
liaramount importance, the businessman should subordinate his economic 
activity to the needs of the group. If he refuses to do so voluntarily, 
society should restrict and control his activities in the interest of the 
common welfare. 

The second extieme point of view is sometimes called the doctrine of 
economic harmonies. It holds that the interests of the businessman are 
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in complete harmony with those of the group. Whatever a businessman 
does to gain wealth and income for himself also benefits society, and 
this is true even though he does not so intend it. It follows, therefore, 
that any regulation of business activity is undesirable. According to this 
theory the businessman is the best judge of his own interests; and when 
he is allowed to follow his own interests without restraint, he also makes 
the greatest contribution to the social welfare. ' 

It should be clear to the student that, though both of these theories 
represent extreme points of view, they both contain some element of 
truth. Actually, man’s business efforts represent neither an inevitable 
conflict with the public welfare nor an unfailing means of serving it. 
Many examples could be cited to show how individuals through monop- 
oly, fraud, or other means have been able to enrich themselves at the 
expense of society. However, even more examples could be cited of 
profitable business activities which result in social benefits. 

In spite of the fact that business activity based on self-interest cannot 
categorically be classified as either harmful or beneficial to society, 
governmental policies have often been based on the acceptance of one 
or the other of these extreme views. In the United States the doctrine 
of economic harmonies was for many years accepted with few reserva- 
tions. Even today it remains a basic tenet of our philosophy of govern- 
ment, although in practice it has been greatly modified. The wide 
adoption of this doctrine was due partly to the fact that conditions in 
the late eighteenth and the nineteenth centuries were conducive to 
faith in the social benefits of business activity; and partly to the clear 
statement of the doctrine by one of the greatest writers in the history of 
economic thinking. This writer was Adam Smith, the Scottish philosopher, 
who is often called the father of economics. 

Adam Smith wrote a treatise on economics called ‘"The Wealth of 
Nations,” published in 1776. This treatise was, among other things, a 
protest against the many rules and regulations that states had imposed 
on business. Smith argued that business activity is socially useful. In a 
much-quoted passage in his book he maintained that the businessman, 
though he may be seeking only his private gain, is ‘led by an invisible 
hand to promote an end which was no part of his intention.” The end 
to which Smith referred was an increase in the national wealth. By the 
“invisible hand” he meant the force of competition in a free market. 

Smith was too able a man to accept completely the doctrine of 
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economic hannonies. Ne\ertheiess. Iiis emphasis upon the fact that the 
interests of businessmen and of society are parallel caused widespread 
demands that the go\ennnent cease its policy of interfering with business. 
Later the demand that go\’ernment regulation of business be held to a 
mininiimi came to be known as the doctrine of laisscz faire. 

Since Adam Smith’s day vast economic changes have taken place, and 
some of these changes have increased the need for government control 
of business. In some industries competition has almost disappeared, while 
in others it is much less efifective than formerly. Contributing to the 
decline of competition are mass-production manufacturing, the formation 
of great combinations, and the development of the modern public 
utilities. 

Today few people question the need for a considerable amount of 
government control of business. It is generally recognized, for example, 
that the public utilities should be regulated, since they must operate as 
monopolies to be even reasonably efficient in serving the public. However, 
aside from the utilities there is considerable disagreement among econo- 
mists as to how much and what kind of controls are needed. Any regu- 
lations imposed should, of course, be for the benefit of society. In general, 
government regulations that open the channels of trade and increase 
economic opportunities benefit nearly everyone. On the other hand, both 
business and the public welfare are likely to be injured by regulations 
that hamper initiative or put unnecessary restrictions on production and 
consumption. The view most generally accepted by those who believe in 
the basic doctrine of economic harmonies is that, whenever business is 
subjected to controls, the government should formulate a definite policy 
and should make clear its objectives. 

An enlightened program that may be followed by government in 
regulating economic activity has been set forth by Professor J. M. Clark. 
He states that when governmental controls are imposed on business the 
following procedures should be employed: First, define the objectives 
with as much precision as possible so that all persons who will be af- 
fected by them may receive the greatest possible degree of consideration. 
Second, decide on the kind of pressure that will be used in attaining the 
objectives. For instance, will the government insist that the business 
affected operate only according to certain well-defined rules, or will it 
simply prohibit a certain business practice? Third, make the controls in 
accordance with the prevailing political ideals. For example, we speak 
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of our government as a democracy. Democracy, however, implies free- 
dom; and if our economic system is to remain free, only the most necessary 
controls should be imposed on business. 

Professor Clark has given eleven rules or tests for a reasonable system 
of control, and they are essential to an understanding of this problem. 
He writes: 

A good system of control must meet a number of tests, some of them 
quite difficult. (1) It must be democratic. ... (2) It should know what 
it wants. ... (3) It must be powerful— powerful enough to make an 
unwilling minority obey the will of the majority. . . . (4) It must be 
efficient and at the same time must not destroy the efficiency of the thing 
it is regulating. ... (5) It must “economize coercion.” (6) It must utilize 
all of the strongest and most persistent motives of human nature, both 
generous and selfish: hope of reward, fear of punishment. . . . (7) The 
duties imposed must be simple enough to be understood, and this means, 
among other things, that social control must follow precedent a good deal 
of the time. (8) Control must be guided by experience or be wisely 
experimental. (9) It must be adaptable. (10) It must be farseeing. . . . 
(11) And lastly, social control must be capable of progressively raising the 
level of mankind.^ 

To the extent that the government in regulating business adheres to 
these general principles, the system of free enterprise may be used to 
enhance the general welfare. In the succeeding chapters we shall assume 
that the government will follow these rules laid down by Professor Clark. 
We shall further assume that, wherever society has found interference 
with this freedom to be necessary, the principal purpose of such inter- 
ference has been to restore equahty of opportunity in the market, so 
that both producers and consumers can be assured the greatest amount 
of satisfaction. 


Three Characteristics of Modeein Economic SociEnr 

» 

We have pointed out that in a modem economic society like ours 
individuals are free within broad limits to engage in whatever business 
they choose and to carry it on as they wish. Such a system is called 
capitalism or free enterprise. In a system of free enterprise we find three 

1 Clark, J. M., "Social Control of Business,” McGraw-Hill Book Company, Inc., 
New YarflcM939, .p. 13. 
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basic characteristics, wliich to some degree conflict with one another: 
voluntary coopcrationj compciitiony and monopoly. 

Voluntary cooperation. One of the outstanding characteristics of free 
enterprise is the degree to which individuals cooperate to produce what 
they want. IndiWduals anticipate that certain types of goods will be in 
demand and so they make plans to produce them. Often they must obtain 
the aid of others. If a product is to be manufactured, it may be necessary 
to form a corporation. Capital must be secured, buildings construeted, 
raw materials purchased, labor hired, and markets found. The whole 
process of production and distribution requires cooperative arrangements 
with other individuals. In this process of cooperation there must be 
division of labor, and in general each individual will seek to perfect 
himself in that work which he can do best and which will bring him the 


greatest return. 

Competition. In spite of the fact that much voluntary cooperation is 
found throughout our economic system, there is also a wide field in which 
competition prevails. To make profits a businessman must market the 
product he produces, but there are always others who are trying to market 
either the same product or substitutes for it. No matter how great is his 
control of the market for a product, competition in some form and to 
some degree will always be present. In a free economy no one is required 
to purchase from anyone else; and if the price of a good is not reasonably 
satisfactory, consumers are sure to encourage the production of sub- 
stitutes. Competition, consequently, is a power that forces businessmen 
to produce what consumers desire at a price that they are willing to pay. 

Monopoly. Though competition in one form or another pervades all 
business activity, it has already been pointed out that monopoly is 
becoming increasingly important in some parts of our economy. Usually 
when we speak of monopoly we mean the situation that exists when 
there is only one seller of a product in a given market. Less frequently 
we mean that there is only one buyer. The power of a monopolist depends 
largely on whether there are good substitutes for his product. If the 
substitutes are good, a monopolist's power over price is small; if they are 
poor, his power may be great. Monopoly or near monopoly is found in 
various industries. In one very important group, the public utilities, it is 


a dominant characteristic. In any case, monopoly is so significant tliat it 
must be regarded as a basic characteristic of qur 
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CoMPEXmON AND MONOPOLY COMPARED 

Having discussed the basic characteristics in a system of free enter- 
prise and noted that both competition and monopoly are significant, we 
must now compare the advantages and disadvantages of these two 
factors. 

Advantages of competition. Competition is such a significant force 
in our economy that its advantages and disadvantages may well be 
considered in detail. In fact, the decline of competition in the American 
economy and the developnient of powerful monopolies have been re- 
garded by some economists as an ominous threat to our free-enterprise 
system. Recently the following advantages of competition were advanced 
in a study made for the Temporary National Economic Committee 
(TNEC), Seventy -sixth Congress: - 

1. Since the resources of the nation, land, labor, and capital are scarce 
and since a variety of goods may be produced, “economy requires 
that scarce resources ... be allocated among the nation^s industries” to 
produce those goods which consumers demand most. Competition, if 
allowed to operate, will produce this result. If there is freedom of entry 
into business and if the resources of the nation are mobile, land, labor, 
and capital will be drawn from fields in which the demand is not great 
and added to other fields in response to increased demands. 

2. Competition serves the consumer by protecting him against extor- 
tion. As long as the consumer has alternatives, he can prevent the 
producer from taking unfair advantage of him. 

3. Competition enhances the quality of the good and reduces prices, 
for if the producer wishes to increase his sales in order to increase profits, 
he must offer the consumer more goods for less money. 

4. Competition leads “to the continuous improvement of industrial 
eflBciency.” When producers are in competition, any improvement adopted 
by one will give him an advantage. Consequently, each producer is 
constantly seeking to become more efficient, for as soon as one producer 
adopts an improvement, all others must quickly follow suit or they will 
lose out. 

2 Welcox, Clair, ‘‘Competition and Monoix)ly in American Industry,” Monograph 21, 
Temporary National Economic Committee, Senate Committee Print, Washington, 
1940, p. 15. 
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5. Competition makes tor material progress. As pointed out above, 
each producer must constantly seek new and better ways of operating 
his business. This fact means more goods at lower prices. 

6. Competition often operates slowly and may inflict hardships upon 
producers; nevertheless it ultimately ser\'es the common good, for it 
causes businessmen to increase output and provide more goods at lower 
prices. The results are fuller employment, improvement in technology, 
higher wages, lowers prices, more goods, and a wider distribution of 
goods. Consequently the standard of living is raised to the highest 
possible level tliat productive resources and technical skill can maintain. 

Disadvantages of competition. The members of the committee also 
discussed the disadvantages of competition, since they discovered that 
competition leads to certain types of waste. They list the following 
disadvantages: ® 

1. Competition calls forth a needless variety of models and sizes, and 
places undue emphasis on style and fashion. This condition causes 
competition “in persuasion” rather than “competition in service.” In other 
words, quality may be sacrificed for style. 

2. Although competition may result in higher wages, shorter hours, 
and improved working conditions, this result does not always follow. 
Competition may have the opposite effect; for example, managers in 
order to compete may seek to lower costs by cutting wages and lengthen- 
ing hours. The one great difficulty in a competitive system is to keep the 
plane of competition sufficiently high. 

3. Competition may cause “inefficiency in the utilization of natural 
resources.” This result may occur because, in order to lower costs, the 
short-run rather than the long-run point of view may be taken. Conse- 
quently, wasteful methods of cutting timber, mining, and caring for the 
soil may be employed. Thus, “competition is not conducive to conser- 
vation.” 

4. Competition often leads to an unwarranted “duplication of plant, 
equipment, and personnel.” The surplus of oil stations, grocery stores, 
and similar small businesses is ample evidence of such unwarranted 
duplication. 

5. Competition “makes for secrecy and impedes the communication of 
new ideas.’* for each producer wishes to retain any advantages that he 
may have discovered. 

« Ihtd., p. 15. 
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6. Competition often prevents “the coordination of services.” In cer- 
tain fields, goods or services can be more efficiently rendered if the 
complete process is under one control. 

7. Competition is not without its costs. It may require a high rate of 
business mortality; it may inflict serious losses on investors. It may deprive 
workers of employment, and it may create many other losses. 

Thus, it can be seen that the advantages of competition in some fields 
may be partially offset by disadvantages. This faot indicates that com- 
petition may well be allowed in some fields but curtailed in others. 
In fact, if our economy is to operate efficiently, we cannot hope to rely 
entirely on competition. When free competition produces some of the 
evils mentioned above, the general welfare is often promoted by allowing 
producers to operate as monopolists. 

Advantages of monopoly. The principal advantages of monopoly are 
the following: 

1. Wasteful duplication can be avoided. 

2. Sales costs can be reduced. 

3. Technological progress can be faster, since new discoveries and 
inventions may be used immediately by the entire industry. 

4. There is less pressure to reduce wages or to adulterate the product. 

5. The investor can be given greater security, and bankruptcy can 
more often be avoided. 

All the above advantages are in the public interest, and in industries 
where competition does not produce still greater benefits monopoly 
should be allowed. 

Disadvantages of monopoly. Monopoly possesses disadvantages, 
however, which frequently more than offset the advantages. The report 
of the TNEC points out that the following ten indictments have been 
leveled against monopoly: * 

1. Consumers may not be allowed to secure what they desire but must 
take what the producer makes. 

2. Consumers may have no protection against high prices, since the 
monopolist controls supply and he can charge any price he desires simply 
by bringing less goods to the market. Moreover, the monopolist does not 
need to worry about quality. 

3. The existence of monopoly is no guarantee that the worker will be 
protected. Since the monopolist may be the only important employer of 

« Ibid., pp. lT-18. 
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labor in a certain localit>', he may be able, if he so desires, to establish 
low wages, long hours, and undesirable conditions of employment. 

4 The communit>^ has no way to punish the monopolist if he is 
inefficient. Under competition he must become efficient or lose out. 

5. Although the monopolist may discover new techniques or invent 
new products, society has no way of forcing him to use his discoveries as 
soon as they are available. Progress requires that old techniques and old 
machines be scrapped. Since the monopolist is interested primarily in 
profits, he may find greater profit in holding back new discoveries than 
in using them. 

6. Monopoly may not lead to the full utilization of the plant. Here 
again, desire for high profits may cause the monopolist to withhold goods 
from the market. 

7. The monopolist may not adjust his prices to changes in the market. 
Under competition, prices change as demand changes. In periods when 
demand declines, competitors are forced to lower prices, but the monopo- 
list does not need to do so. This failure to adjust production and prices 
to changes in demand may lead to unemployment, which in turn will 
make the whole economy unstable. 

8. Many of the foregoing practices used by the monopolist will prevent 
the raising of the standard of living. If prices are high, the product is of 
poor quality, wages are low, hours of employment are long, and output 
is limited, then the standard of living cannot be raised. 

9. Since the monopolist can determine prices, wages, and also profits, 
he can determine the share that is to go to workers, investors, and 
consumers. He can thus make this distribution very unequal, for he may 
exploit any one or more of these groups for the advantage of the others, 

10. The monopolist by abusing his power may cause the state to 
impose very restrictive rules. Consequently private enterprise may be so 
restricted that to all intents and purposes it gives way to public enterprise. 
Under such conditions the system of private enterprise would be de- 
stroyed and our democratic system would be abandoned. 

In the light of the foregoing facts, monopoly clearly has its disadvan- 
tages, as well as its advantages, just as does competition. However, in 
some industries monopoly is desirable. The problem is to make sure that 
competition is protected where it offers great advantages, and that, on 
the other hand, monopoly is permitted where competition is unsatis- 
factory. Wherever monopoly is allowed, however, the state must see that 
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its advantages are secured and its disadvantages minimized. In our pres- 
ent economy both competition and monopoly exist; monopoly, however, 

is generally placed under state supervision. 

Between the extremes of free competition and monopoly there are 
many businesses that require restriction to some degree in the interests 
of the general welfare. Such restrictions may simply encourage competi- 
tion by keeping the channels of trade open; in other cases they may 
encourage production of certain types of goods that would otherwise not 
be produced at satisfactory prices. Again, society may consider that 
certain goods, such as opium, are detrimental to its welfare, and it may 
prohibit their production or sale. Then, too, the state may insist that 
goods be produced under certain conditions of sanitation, and also that 
they be labeled correctly. Hours and conditions of labor may be carefully 
supervised. Moreover, if anyone were allowed to enter into any occupa- 
tion he desired, some who were unfit might carry on activities that were 
not in the interest of the general welfare. In this case the state, to protect 
the general welfare, is likely to restrict freedom by indicating the con- 
ditions under which individuals may enter certain occupations. Thus 
doctors, lawyers, teachers, and some others must be certified before they 

are allowed to practice their professions. 

Many other limitations of competition are found in a system of free 
enterprise, but even so competition is still the most vital force that 

operates in the market. 


Summary 

In this chapter we have been concerned with the three basic foundations of 
economic activity, which businessmen must take into account if they are to 
operate their enterprises successfully: (1) the nature of man, (2) the nature o 
his physical environment, (3) the nature and purpose of organized society. 

The discussion revealed that businessmen are often restricted in their 
activities and that unless they are aware of and take into account these restric- 
tions, they may fail in their objectives. Thus, the businessman must under- 
stand the principle of want gratification. However, he must realize not ^ly 
that many of man’s wants are of no significance so far as they affect the market, 
but also that those wants which are significant follow the principle of dimin- 
ishing utility. Further, because man has foresight and seeks in consequence to 
balance his desires, businessmen must do two things: On the one hand, they 
must at times encourage saving in order to secure the necessary capital to 
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expand their plants; and on the other liand, they must at times overcome sales 
resistance by conviiicing the consumer that present consumption will bring 

greater satisfaction than future consumption. 

The businessman must also understand that there are many limitations to 
increasing production. Of these none is more significant than the niggardliness 
of nature in supplying natunil resources. Businessmen, therefore, must con- 
stantly seek to overcome the law of elimiuishhig rc'fiirn.v. 

Finally, the businessman must take into account the objectives and purposes 
for wliich individuals organize. He must understand the extent to which there 
is inevitable conflict and the extent to which there is harmony between the 
economic purposes of individuals and those of society. In the United States 
the doctrine of economic harmonies has been accepted, though modified to 
suit changing needs; and much faith has been placed in the power of free 
competition to control business in the public interest. Our government, how- 
ever, has not hesitated to impose controls on enterprises that are best operated 
as monopolies. 

Three characteristics play an important role in modem economic society: 
voluntary cooperation, competition, and monopoly. The function of govern- 
ment is to encourage voluntary cooperation while at the same time determining 
whether such cooperation is to operate under the rules of free competition or 
under conditions of controlled monopoly. Since competition and monopoly iire 
such potent forces, the advantages and disadvantages of each were considered. 

It is now necessary to understand certain basic terms before we return to 
the discussion of economic principles. These terms will be defined in the 
following chapter. 

Study Questions 

1. Upon what basic foundations does all economic activity rest? 

2. State the principle of want gratification. 

3. What other considerations relating to want gratification are of significance 
to the businessman? 

4. Distinguish between the principles of diminishing utility and diminishing 
productivity. 

5. State two basic doctrines that concern man’s economic activities as they 
relate to society. Which point of view is accepted in the United States? 

6. What contribution was made by Adam Smith to economic thinking? 

7. What is the doctrine of laissez faire, and what is the role of government 
when this doctrine prevails? 
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8. Does the laissez-faire doctrine prohibit all regulation by the state of the 
activities of businessmen? 

9. State Professor Clark's rules on tests for a reasonable program of 
regulation. 

10. Study some law passed by Congress in the light of these rules, to deter- 
mine the effectiveness of this law in promoting the general welfare. 
Some laws that may be considered are Wages and Hours Act; Securities 
Exchange Act; Sherman Antitrust Act; Securities Act; National Labor 
Relations Act; Public Utility Holding Company Act. 

11. Name the outstanding characteristics of modem economic society. 

12. What are the main advantages and disadvantages of allowing free 
competition? 

13. Since in our system both free competition and monopoly prevail, what 
mle must be laid down to determine the conditions under which each is 
to be allowed to prevail? 


Exercises 

1. Several years ago an editor of a farm journal stated: 

We have, and our folks should have, the utmost confidence in economic law, 
which is only another name for human nature and behavior. . . . We retain 
complete confidence in economic law. It is irresistible, and the laws of Congress 
must yield to it, as they have many times in the past. Congress does as it pleases, 
but nothing it does in defiance of human nature and behavior will work or can 
be made to work. It is a pity so few Congressmen understand that. 

a. Is the sentiment expressed in this statement similar to that stated by 

those who believe in laissez faire? 

h. In what respects do you agree with this statement? Disagree? 

2. The following advertisement appeared in a leading magazine. Under the 
heading “The goose that lays the golden eggs is beginning to realize she is a 
goose,” the following statements are made: 

American industry-spurred on by the fight for profit-has paid more t^es, 
provided more jobs, paid higher wages, produced more goods at lower prices, 
developed more natural security than any other system in any odier time in any 

other part of the world. . . , . j 

Now this great force, which has done all this for America, is being treaty 

by elements of government and labor as though it were an enemy. Industry is 
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told what it must but gmcniinont w-auts to decide what it can charge:— 
a thou^nd reguLitions trip, hamstring, and block business progress. The wonder 
is that American industr>' and tliose who own it keep on hoping and working. 

a. In what s>'stem of government does the author of this statement believe? 

b. Do you agree that business is being “hamstrung ? Why or why not? 

c. Would Professor Clark's niles, if applied, cause a similar statement from 
business? WTiy or why not? 
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3. Fundamental Concepts 


This chapter will be devoted to the definition of certain terms that are 
used frequently in the study of economics. One difficulty that confronts 
the economist in his e.xplanation of principles is that most of the terms 
he employs are in everyday use. As a consequence most individuals 
assume that they understand what the economist is seeking to explain. 
Often, however, they do not, for a given term may have a wide variety 
of meanings. In order, therefore, to be sure that the reader understands 
what a term means, the economist must define it in a special or technical 

sense* 

Good. A good is anything that is desired by someone. It may also be 
defined as anything that has the power to satisfy a desire. Goods may 
be material, or they may consist of want-satisfying services. 

Utility. The power that any good possesses to gratify a desire is called 

utility. All goods, therefore, possess utility. 

Free goods. Some goods that are desired are available in such 

abundance that all may use them without cost. Such pods are called 
free goods. Air is an example. In some instances water is also free. Free 
goods possess utility, but are not scarce and are not owned by anyon^. 

Economic goods. These are goods which are available in such Umited 
quantities that those who wish to enjoy them must pay something or 
them. Economic goods, therefore, possess utihty and scarcity; and they 

can be transferred from one person to another. j i, » 

Services. Economics is concerned with many nonmaterial goods that 
satisfy desires. These nonmaterial goods are called services. The doctor, 
lawyer, teacher, musician, servant, and actor provide services. In inany 
cases nonmaterial economic goods or services may be more important 

than material goods. , . tt 

Wealth. If an inventory of all material economic goods in the Umted 

States could be taken at one time, we should have an idea of the wealt 

of the nation. Wealth consists of a stock of material economic goods 
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which is in existence at an\’ one time. It should be noted that all wealth 
is oxNTied. Further, it should be noted that wealth consists of the goods 
themselves, and is not a monetary evaluation of the goods. Because all 
of us are so used to valuing goods in terms of money, we are inclined 
to think of money as synonymous with wealth. The objection to thinking 
of wealth as a monetary evaluation of goods becomes clear during periods 
of rapid changes in the price level. A house, for example, which may be 
sold for $10,000 when prices are at one level, may be sold for $20,000 a 
few years later when the price level has increased; or if the price level 
has decreased, it may be sold for only $5,000. Yet it is tlie same house 
and can gratify the same desire whether its price is $5,000 or $20,000. 
The wealth of a country, therefore, is the stock of goods that it possesses 
rather than the monetary value of these goods. 

We have included in the term “wealth” only the stock of material goods. 
Some might argue that we should also include the abilities and skills of 
people. Does not the skill of a doctor, for example, have great economic 
value? The trouble, however, with including skills in the category of 
wealth is that they cannot literally be exchanged and therefore have no 
definite and determinable economic value. The only way in which a 
doctor can sell his skill is by selling his services. These services are not 
wealth because they are not material. They do, however, have a definite 
market value, and we have recognized this fact by classifying them as 
nonmaterial economic goods. 

Producers' and consumers' goods. Some economic goods satisfy 
consumer wants directly; others are wanted, not for their immediate 
utility but to aid in producing other goods. A good that is directly con- 
sumed is called a consumers ^ood. Any good that is used to advance the 
process of production is called a producers* good, because it has utility 
only indirectly. The distinction between a consumers’ and a producers* 
good is often indefinite. For example, coal used to produce steam for a 
factory power plant is a producers* good, but coal used to heat the home 
is a consumers* good. It is plain, therefore, that the purpose for which a 
good is to be used determines whether it is a producers* or a consumers* 
good. 

Production. Any activity that contributes directly or indirectly to the 
satisfaction of economic wants is productive. Hence, production is the 
creation of utility. Production may consist of putting a commodity into 
a more desirable form, or creating form utility. It may provide a good 
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at a more desirable time, creating time utility. It may bring it to the place 
where the consumer can use it, creating place utility. It may put it in 
the possession of the consumer, creating possession utility. Finally, it 
may consist, not in dealing with material goods at all, but in giving direct 
personal services. In this case it is said to create service utility. 

Factors of production. Anything that contributes to the productive 
process is called a factor of production. Factors of production are usually 
classified into four large groups: hand is all natural resources. It includes 
not only farm land but also forests, mines, water-power sites, and all the 
other gifts of nature. Labor is human services. Capital is all produced 
material goods that are intended to aid in further production. It does not, 
of course, include consumers’ goods. Entrepreneurship is that special 
type of human service which is concerned with organizing and direct- 
ing business activities. Entrepreneurship involves not only controlling 
business but also taking the major risks. 

Money. As has been pointed out, wealth or the stock of economic 
goods is usually measured in terms of money. Money is merely a com- 
modity or token that is used as the common medium of exchange and 
the common measure of value. It has been pointed out that money is a 
good measure of wealth only in periods in which the price level is 
reasonably stable. In a later chapter we shall discuss the characteristics 
of money in some detail. The term is introduced at this point only to 
point out that money is not wealth but simply a device used to exchange 
and measure wealth. 

Income. Wealth is a stock of economic goods in existence at a given 
moment of time. Income, on the other hand, is the flow of economic 
goods to consumers over a period of time like a month or a year. Wealth 
and services are being constantly produced and consumed. An individual, 
for example, works to produce goods for which he receives a wage or 
salary. He then spends the money that he has received to purchase the 
goods that he desires. The goods so purchased constitute his real income. 
Income, then, should be thought of as consisting of a flow of economic 
goods over a period of time, such as a month or a year. 

Types of income. Though the basic meaning of income is a flow of 
goods, income may be considered from three points of view. First, there 
is money income, which is the amount of money one receives dimng a 
given period of time like a week or a year. Second, there is real income, 
which consists of the goods or services that money income can buy. Real 
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income will increase if money income remains constant and the prices 

of gixxls and servitvs decrease. On the other hand, real income will 

decrease if money income remains constant and prices increase. Third, 

* 

there is stthicctivc iucotnc, or the amount of satisfaction that a person 
receives in consuming goods and services. Since different people have 
different wants and different powers of enjoyment, two individuals in 
the same occupation who are receiving the same salary may receive 
different amounts of subjective income. However, since subjective income 
cannot be measured, it is a less useful concept for economic analysis than 

either money income or real income. 

Property. Propert>' is defined as the exclusive right to possess, enjoy, 
or dispose of an economic good. Thus property consists of a bundle of 
rights Nvhich an indi\ddual can exercise by the fact that he owns a good. 
These rights, however, can be enjoyed only to the extent that the owner 
is protected by the state. Since property consists not of goods but of rights 
in goods, the state may modify these rights at any time. Suppose, for 
example, that an individual owns a piece of land in a city. Since he owns 
the land he has the right to use, enjoy, or dispose of it as he sees fit, 
subject only to restrictions by the city. Suppose the city decides to pass 
a zoning ordinance in which it limits the use of this land. It is obvious 
that the individual’s rights have been modified; yet he still owns the land. 
It should be clear that, although all economic goods are owned, the rights 
of use and enjoyment may vary from time to time and from place to place. 

Public versus private property. It was pointed out that all wealth is 
owned. However, the community as a whole represented by a govern- 
mental unit may own a particular piece of wealth. Thus,' cities own parks, 
roads, water systems, schools, electric or gas plants, street railways, 
sewage disposal plants, hospitals, and many other kinds of property. In 
the United States vast amounts of land are publicly owned, as well as 
lakes, rivers, canals, and hydroelectric developments. Thus it may be 
seen that ownership of property by individuals may become relatively 
less significant if governmental units extend ownership to include more 
goods. In spite of the increase in public ownership, private ownership 
is still the rule in this country. 

Value, utility, and price. People often confuse the terms value, utility, 
and price. In economic usage value is strictly an exchange concept in 
that the value of a good is the other goods that can be obtained for it in 



32 


FUNDAMENTALS OF ECONOMICS 


trade. Thus, the value of a suit is its exchange power in terms of wheat, 
gallons of gasoline, or pairs of shoes. The utility of the suit, however, 
will vary with the needs of the individual at the moment. 

The value of a good, then, is its power to command other goods in 
exchange. Price, on the other hand, is the value or exchange power of a 
good stated in terms of money. In other words, the price of a good is 
simply the amount of money that can be obtained for it in exchange. 

Summary 

A GOOD is any object or service that has the power to satisfy a want. 

Utility is the want-satisfying power that any good possesses. 

Free goods are goods which exist in such abundance that all may use them 
without cost. 

Economic goods are goods that command a price. Besides possessing utility, 
they are scarce and transferable. 

Services are all nonmaterial goods that satisfy desires. 

Wealth is a stock of material economic goods in existence at a given 
moment of time. Wealth is always owned. 

Consumers’ goods are goods that satisfy consumer wants directly. 

Producers’ goods are goods that do not satisfy wants directly but are used 
to produce other goods. 

Production is the creation of utility. 

Factors of Production. The four factors of production are land, labor, 
capital, and entrepreneurship. Land is all natural resources; labor is human 
services; capital is produced material goods intended for use in further pro- 
duction; entrepreneurship is organizing and directing business activity and 
taking business risks. 

Study Questions 

% 

1. Why should the fundamental concepts that are used in economics be 
carefully defined? 

2. What is the difference between a good and a service? 

3. What is the difference between a free good and an economic good? 

4. Under what conditions may a producers’ good become a consumers 
good? Name a good that might be either. 

5. Define utility. Name the various kinds of utility explained in the text. 


FXmDAMENTAi. CONCEPTS 


33 


6. Compare the definition of production given in the text with that com- 
monly used when the term is used. According to the definition in the 
text, is transportation production? Why? 

7. Name the chief factors of production. 

8. Name the types of income mentioned in the text and define each. 

9. Distinguish between economic goods and property. 

10. Distinguish between value and price. 


Exercises 

1. After the First World War a gum manufacturer used the following 
advertisement: “Five cents before the war. five cents during the war, and 
five cents after the war.” In view of the great changes in the price level, did 
the value of this commodity change during the periods indicated? 

2. In England the government has taken possession of sex eral basic indus- 
tries. Did this change in ownership change the wealth of the country? Could 
it change the amount of producers* goods? Of consumers' goods? Did the 
amount of property in existence change? Explain carefully. 

3. Between 1928 and 1932 prices of many cMimmodities decreased. If the 
amount of goods in existence in 1932 and sold at low prices was exactly equal 
to the quantity in existence in 1929. did the wealth of the cx>uutry increase, 

decrease, or remain the same? Why? 

4. An advertisement stated, "Value is the cx>mbined properties of a thing 
that make it useful or desirable. Pric'e is the quantity of one thing that is 
demanded or exchanged in barter or sale for another." Rewrite this statement 
to make it mean what the advertiser intendetl it to meair, in terms of the 
definitions of price, \alue, »itilily, and so forth, us stated in the text, 

5. Suppose that all giMnls were free. W'tmld their utility and their value be 
tho sumo as now? Explain. 
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4. The Organization of 
Production 


In the preceding chapters a basis was established for studying the 
principles that control the production, exchange, and distribution of 
economic goods. Economics, as we have pointed out, deals with these 
activities. In this chapter our purpose is to examine the nature of pro- 
duction and the way in which it is organized. 

Our problem is this: What basic principles should the businessman 
employ if he wishes to maximize his profits by securing high production 
at low unit costs? Before answering this question, we must understand 
the nature of production and management; the relative economies of 
large-scale versus small-scale production; and the diflFerent forms of 
business organization. 

Nature of production. In the preceding chapter production was defined 
as the creation of utility. Since utility is the power to satisfy a want, 
any activity that increases tlie want-satisfying power of material goods 
is productive. Further, any activity or service which in itself has the 
power to satisfy people’s wants is also productive. Thus it is clear that 
we must regard as producers not only farmers and factory workers but 
also actors and singers, as well as professional people like doctors and 
lawyers. Since productive activities satisfy wants, people are willing to 
pay for them; and the simplest test of whether any type of human effort 
is productive in the economic sense is to ask the question. Does it 
command a price in the market? 

As we have already seen, an activity may be productive and profitable 
and still not contribute to the general welfare. Such an activity should 
not be condoned if there is general agreement that it is undesirable. 
However, it is not always easy to decide what promotes the general 
welfare, and one of the rights that consumers prize is freedom to make 
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their own choices. Some products may do more harm than good, as is 
the case with many drugs. Nevertheless, as long as individuals want a 
good and as long as the state permits its use, those who provide it must 
be regarded as producers in the economic sense. They follow the same 
principles and are treated by the state in the same way as the producers 
of any other good. 

In Chap. 3 it was noted that there are five types of utility, correspond- 
ing to five ways in which production contributes to the satisfaction of 
consumer wants. For a material good to have utility to a given consumer 
it must be in the right form, in the right place, and at the right time. 
This was expressed by saying that a good must have form utility, place 
utility, and time utility. It must also have possession utility, because the 
potential consumer cannot use it unless it comes under his control. These 
four kinds of utility we associate with material goods. A fifth land is that 
possessed by direct personal services, which we call service utility. At 
this point we shall consider these various types of utility in more detail, 
in order to point out why they are of special concern to businessmen. 

Form utility. A manufacturer is principally concerned with processing 
raw materials, that is, combining them and putting them in a form that 
is desired. The automobile manufacturer, for example, creates out of iron, 
steel, rubber, glass, and other commodities a vehicle that individuals 
desire. That he may not carry out all of the processing from mining or 
gathering the raw materials to making the parts for the final assembly 
makes no difference. He is manufacturing so long as he is changing the 
elements that form the product. Thus, we may say that a manufacturer 
is primarily concerned with creating form utility. 

Place utility. The automobile manufacturer may operate his factory in 
Detroit and the prospective consumer may live in California. Certainly, 
an automobile in Detroit is of no use to the man in California. Hence, 
if the car can be transported to California, it will have utility there. 
Consequently, industries engaged in transporting a good in order to give 
it more usefulness are creating place utility. 

Time utility. In addition to being in the right form and in the right 
place, a good must be where it is wanted at the right time. Ice in winter 
may be relatively abundant, but it may be scarce in summer. As a result, 
persons who preserve the ice until summer are creating time utility. 
Similarly, many other commodities, among them eggs and fruits, have 
their utility increased by being stored or preserved at seasons when they 
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are relatively plentiful and kept until a time of )ear when they are 
relatively scarce. In the case of still other goods utility may increase with 
time over ven,' long periods, as is the case with wines, antiques, and 
some piuntings. 

Possession utility. Some industries not only aid in creating place and 
time utilitN' but also create possession utilit\\ The merchant who sees 
that goods are on the shelf in the right form and at the right place at the 
right time is also creating another utility . He aids in enhancing the utility 
of the goods by traiisferring them from the possession of producers or 
wholesalers to consumers. In this transfer he often takes a risk, for he 
must anticipate the desires of his customers. Because he has thus antici- 
pated their desires and has enabled them to secure po.ssession of goods 
when they want them, he has enhanced the utility of the goods. 

Any businessman who enables the ultimate consumer to secure a good 
when he desires it is creating possession utility. Bankers, as well as 
merchants, thus create possession utilitv'. By lending money to business- 
men and consumers, they enable people to acquire goods when the goods 
are most wanted. 

Service utility. Many individuals who are in business do not deal with 
material, tangible goods. Doctors, lawyers, teachers, musicians, actors, 
and others satisfy certain wants, but they do this only by giving direct 
personal services. In the same general category we may also include 
servants of various sorts, and people who operate gambling establish- 
ments or provide professional sports. Activities of this kind are producing 
service utilities. Public business activities should also be noted. Policemen, 
public clerks, postmen, and many others in government employment are 
performing want-gratifying services; as such they must be classified with 
those who create service utility. 

The Nature and Functions of Management 

The entrepreneur or businessman. Since, as we have just pointed out, 
production consists of many activities, someone must organize and bring 
the various factors of production togetlier. Someone must also see that 
transportation facilities are available and must provide agencies to ob- 
tain materials and to distribute both materials and finished goods. The 
entire production process from the securing of raw materials to the final 
selling and delivery of consumers* goods calls for organization. 
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Those who assume the responsibility of creating and carrying on the 
production process at any stage are called businessmen, enterprisers, or 
entrepreneurs. Upon the entrepreneur or businessman, then, rests the 
responsibility of making the business organization operate smoothly. 
This is a very great responsibility, for the entrepreneur not only must 
operate the business once it has been created but often must also create 
the business. The businessman sees or anticipates a need, and on the 
basis of his observations he creates an organization. It consists of those 
who are willing to furnish the necessary capital to build the plant, a staff 
who can help in supervising the production once the plant is built, and 
the labor force that does the actual manual work in producing the good. 
The businessman must make his organization function smoothly. He 
must also be a shrewd buyer of raw materials and labor and a shrewd 
seller of his product. Upon his ability to buy and to sell at favorable 
times and tenns will depend the success or failure of the enterprise. 

The businessman, however, must be more than an efiBcient organizer 
and a shrewd buyer and seller. As already pointed out, he should be 
aware of the effect of his dealings upon the general welfare. The 
businessman who is shrewd enough to make profits in the short run may 
do so by taking unfair advantage of others. As a result, labor may be 
underpaid, owners of capital may be exploited, and consumers may be 
charged exorbitant prices. Sooner or later, however, these practices will 
be exposed. Labor, capital, and the consumers no longer will tolerate 
exploitation, or the state will intervene. Thus, the wise businessman will 
take the long-run point of view and determine upon policies that will 
benefit the business most over a period of years rather than at the 

moment. 

Historically, the typical entrepreneur was a man who went into 
business for himself. He invested his own capital, plus any he could 
borrow, and he managed the enterprise. This worked very well when 
the typical business was rather small. Today, however, in many of our 
larger corporate enterprises the investment function and the manage- 
ment function of the entrepreneur are separated. On the one hand is a 
large body of investors who furnish the capital and bear the risk; on 
the other hand is a group of persons who specialize in operating and 
managing the enterprise. The first group we call capitalists, the second 
group managers. Both groups are performing entrepreneurial functions. 
However, this separation of the functions of ownership and management 
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often creates problems. The managers of a large corporation are some- 
times more interested in operating it for their own benefit than for the 
benefit of tlie stockholders, although this is exceptional. Moreover, officers 
of most corporations hold at least some stock. 

In the main, however, those classified as entrepreneurs perform socially 
valuable serNices. They cooperate to produce the goods that the com- 
munity desires. In fact, at times businessmen overestimate the desires of 
the public and produce such an abundance of goods that they cannot 
be sold at the price the entrepreneur asks for them. Thus, in constantly 
attempting to anticipate the needs and desires of the public, businessmen 
sometimes make serious errors. In later chapters we shall take note of 
these errors and point out their probable causes. At this point, however, 
our interest is centered in the fact that production cannot be carried on 
unless it is organized; and it is the entrepreneur or businessman who 
organizes production. 


Size of the Business Enterprise 

The way in which business is organized depends a great deal on the 
size of the particular enterprise. Obviously, a large business will require 
a more formal and elaborate organization than a small one. In modem 
times there has been a trend toward larger and larger business units, 
and this has been a very important factor in the development of modem 
types of business organization. However, in spite of this trend toward 
large-scale business, there are still many kinds of business that can be 
operated most efficiently on a relatively small scale. It is important, 
therefore, to understand both the advantages and the disadvantages of 
large-scale production in order to determine the best size for a particular 
business and the best way to organize it. 

Determining the size of an enterprise. Before the businessman decides 
on his type of organization, he must determine whether he can produce 
the good economically and efficiently on a small scale, or whether in 
order to compete in the market he must produce on a large scale. Many 
businesses begin in a small way and change their organization as their 
growth requires. This procedure, which seems to be a logical one, often 
causes difficulty because the firm may wait too long before reorganizing. 
The businessman should study his product carefully and, if possible, 
choose that type of organization which will be best in the long mn. 
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An outstanding problem confronting the businessman is to determine 
the relative economy of small- versus large-scale production. The nature 
of the product will aid him in his decision on this point. Thus, if a product 
requires much labor and little capital, the chances are that it can be 
produced in small amounts at as low a unit cost as in larger amounts. 
Under this condition the businessman will probably find that most makers 
of the good produce small amounts, and the industry is characterized by 
small-scale production. If, however, great amounts of capital are needed 
and if with every increase in capital the manufacturing process can be 
refined so tliat unit costs are reduced, then the large-scale type of business 

organization is desirable. 

Advantages of large-scale production. Several reasons may be given 
to show why large-scale production is often more economical than small- 
scale production. First, sometimes the buying or the selling of goods on 
a large scale results in economies. The volume of business may be so 
great that those who sell to the producer will be glad to quote him 
favorable prices. Large-scale selling may also reduce unit selling costs. 
These savings in buying and selling may create such an advantage to 
the firms employing them that they can undertake to sell at lower prices 
than smaller competitors and still make a profit. The great mail-order 
houses, chain stores, and similar merchandising establishments operate 
on this principle. Manufacturers are often glad to sell to them at very 
reasonable prices if they will take all of the output or at least such a 
substantial portion of the total output that the producer can operate at 
maximum efficiency. Moreover, if the producer sells to one firm, many 
of his selling, advertising, or other costs may be reduced. The economies 
are therefore shared between producer and merchandiser. As a result, 


costs are lowered. 

A second advantage of large-scale production is that labor and 
machinery may be specialized. In many instances a machine can be built 
to do one simple operation, and a sufficient volume of production allows 
that machine to operate at capacity. Men may also be trained for spe- 
cialized tasks, and this tends to increase efficiency and output. Also 
specialization often leads to simplification of each particular task. This 
leads to a further increase in production because men become more 
skillful and machines can be applied to more processes. Thus, the fullest 
utilization can be made of the gains that come from division of labor. 

A third advantage that sometimes arises because of large-scale opera- 
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tion is die utilization of by-products. In the packing industiT large-scale 
production has made possible the utilization of practically every part of 
the animal. Indeed, only the squeal of the hog, so the saying goes, is 
wasted. Because of this full utilization, the various goods can be sold at a 
lower price tlian \%‘ould have to be secured if by-products could not be 
fullv utilized. 

Fourth, when goods are manufactured on a large scale, time and effort 
can be expended in finding new ways of producing the goods, new uses, 
and new by-products. Many large Organizations now maintain laboratories 
to carry on research for these purposes. Furthermore, efficiency engineers 
may be employed to devise better methods of processing the good, thus 
reducing costs. Today most new products are discovered by those who 
carry on research in the laboratories of large industries. Small concerns 
cannot afford to spend hundreds of thousands of dollars for this purpose. 
Thus, the large firm is often the first to bring a new product to the market, 
to improve it, and to produce it at a low cost. 

Fifth and finally, in businesses that must have a very large plant in 
order to operate at all, large-scale production results in greatly lowered 
unit costs. Railroads and public utilities must employ large amounts of 
capital. Unless this investment can be spread over many units of product, 
the per unit cost will be extremely high. For example, suppose the cost 
of building the roadbed for a railroad is $50,000 per mile, and suppose 
that the line is to operate between two cities 100 miles apart. Obviously, 
the investment in the roadbed alone is very great. Assume further that 
this road is used by only one train a day. Clearly, since the investment 
is used for short periods, the unit cost of operation will be very high. 
Now suppose that two, three, or even more trains per day use this track. 
Then the investment is used close to its full capacity and unit costs of 
operation can be reduced. This same principle holds in many other 
industries that require large amounts of capital, and it makes one of the 
strong arguments in favor of large-scale operation. It should be noted 
that in these industries an increase in the amount of product is an 

advantage. 

Limitations to large-scale operation. Although large-scale operation 
has many advantages, it has a number of definite limitations. We have 
already pointed out that some products do not lend themselves to large- 
scale operation with any greater degree of eflRciency than is found in 
small-scale operation. Herein, however, is not the main difficulty. Large- 
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scale operation requires an unusual degree of managerial skill if the 
economies mentioned above are to be fully realized. Such managerial 
skill is not always available. Moreover, when managerial functions must 
be delegated, some efficiency may be lost. Then too, large-scale operation 
may require a vast selling organization to dispose of the product. 
Sometimes, also, costly advertising must be used to keep up sales. Within 
the plant itself, the fact that laborers may not be acquainted with 
management often causes them to work only as hard as they must to 
retain their jobs. These and other difficulties may offset much of the 
efficiency that could be gained if all the advantages of large-scale pro- 
duction could be realized. As a result, often a small producer can compete 
on favorable terms with a large-scale producer. 

Perhaps the most basic problem confronting the management of an 
extremely large enterprise is this: If all decisions of any importance are 
made by a central authority, inefficiency may arise because of *‘red tape,” 
hopeless delay, and decisions based on inadequate knowledge. On the 
other hand, if too many decisions are delegated to subordinates, the 
operations of the firm will not have the unity and coordination that 
efficiency demands. The management of a very large firm must try to 
take a middle course, but it can hardly achieve the unity, compactness, 
and flexibility of a well-managed firm of medium size.^ 


Forms of Business Organization 

The actual number of business enterprises in the United States is 
difficult to determine. The National Industrial Conference Board esti- 
mated that over 10,000,000 such enterprises existed in 1935. Agriculture 
accounted for over 6,000,000; manufacturing, 169,000; transportation, 
rail, air, and motor, 6,000; trade, 1,627,000; public utilities, 60,000; con- 
struction, 70,000; finance, 120,000; and services almost 1,000,000. This 
last figure included 316,000 doctors and dentists, and great numbers of 
miscellaneous activities, such as advertising agencies, amusement places, 
hotels, radio stations, tourist camps, and warehouses. The Board also 
estimated that about 33,000,000 workers were employed in these enter- 
prises. The data show that business is constantly undergoing changes. 
The year of greatest increase was 1925, when 496,000 new businesses 

1 Stigler, George, “The Theory of Competitive Price,” The Macmillan Company, 
New York, 1946, p. 138. 
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began. In 1929, 483,000 were discontinued. In the years 1929 through 
1937, 3,493,000 new enterprises began, and 3,591,000 ceased operating. 

The data also show that owners employ three forms of organization to 
carryr on business activity: the independent proprietorship, the partner- 
ship, and the corporation. In agriculture the independent proprietorship 
predominates; but in nonagricultural activities the division, so far as 
numbers are concerned, is as follows: individual proprietorships, 60 per 
cent; corporations, 30 per cent; partnerships, 10 per cent. However, these 
figures are somewhat misleading. In the telephone industry, for example, 
a total of 44,851 telephone companies is listed; yet the American 
Telephone and Telegraph Company and its subsidiaries account for 
90 per cent or more of tlie entire amount of business. 

In some fields, so far as volume of business is concerned, the corpora- 
tion holds a dominant position. In manufacturing, corporations account 
for 92 per cent of the volume of the business; in transportation 89 per 
cent; in electric power almost 100 per cent. On the other hand, in 
agriculture corporations account for only 7 per cent of the volume. Thus, 
although the corporation does not dominate all fields, it does such a 
substantial amount of the total business that it may be said to be 
characteristic of our economy as a whole. 

Because these are the three foiTns under which business is organized, 
we should study the advantages and the disadvantages of each. 

The single proprietorship. Under the single proprietorship, the most 
common form of business organization, the owner furnishes the capital, 
or at least a good part of it, and assumes the’ responsibility of managing 
the business. The farmer, the butcher, the grocer, and in fact most persons 
. conducting businesses in smaller communities both own and manage 
their enterprises. Hundreds of such businesses are also found in tlae cities. 
We may include under the single proprietorship most persons in the 
professions— doctors, lawyers, druggists, barbers, undertakers, v^Titers, 
and others in similar occupations. 

The single proprietorship possesses several distinct advantages. The 
owner can enter business or leave it as he pleases; he need consult no 
one. In making his decisions, he is unhampered. Since he takes the risk, 
he is also entitled to enjoy the profits. Such one-man control and owner- 
ship allow the greatest flexibility in organization and policy. 

However, this type of organization also has its disadvantages. The 
owner may not be able to secure sufficient capital to enlarge the business. 
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Moreover, since he takes the risk he must assume full responsibility for 
his mistakes. Thus, he assumes unlimited liability. He risks not only 
what he has put in the business but also any other property that he may 
own. Consequently, after working for many years, a single proprietor 
may have his entire possessions taken from him if his business fails. 
Most important, as the business grows, the owner may not be able to 
supervise all the details; yet he must assume all the risks. Finally, no 
man can reasonably hope to be an expert in all phases of operating a 
business. The owner may be an expert in production methods, but he 
may not understand the problems of financing, personnel, or selling. 
Consequently his business may suffer. The single proprietorship is a good 
type of organization only if the product can be produced efficiently on a 
small scale. There have been cases where single proprietorships have 
grown into large and efficient enterprises with hired experts to handle 
the specialized functions of running a business, but the difficulty of 
accumulating capital for such enterprises has tended to restrict their 

growth in recent decades. 

The partnership. A second form of business organization is the partner- 
ship. In such an organization two or more individuals enter into an 
agreement to operate a business jointly. Certain advantages accrue from 
such an agreement. Securing necessary capital for the enterprise may be 
easier, for the credit of all the partners can be pooled. Again, each 
partner may be an expert in a particular phase of the business; hence, 
the organization may secure the advantages of specialization. A partner- 
ship, like a single proprietorship, is relatively easy to form from a legal 
point of view. Finally, policies may be changed readily by simple agree- 
ment of the partners. 

Certain weaknesses, however, are found in this form of organization. 
Every enterprise to operate efficiently must follow some definite policy. 
In a partnership it is often difficult to persuade some paitners to subrmt 
to the authority of others. Without a definite policy, production may be 
interrupted as orders given by one partner are modified by another. 
The difficulty of securing absolute teamwork is a serious defect of a 

partnership. , 

A second weakness is the fact that in a partnership each member^s 

unlimited liabihty so far as the firm’s obligations are concerned. The 
actions of one partner may cause the firm to fail, and yet any one o e 
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partners can be forced to reimburse the creditors to the full extent of 
the liability'. Thus, because one partner may ha\'e no assets that can be 
liquidated, anotlier may have to contribute the entire deficit. This fact 
seriously limits the partnership, for obviously only those who are well 
acquainted \\ill be willing to join in a venture that makes them so 
dependent on the character of their associates. 

A third weakness is found in the requirement that if a partner wishes 
to withdraw from the firm, or dies, the remaining partners must either 
find someone else to take his place or purchase his share. Many times the 
death or withdrawal of one partner will disrupt the affairs of the firm. 
The partnership is not a satisfactory form of business organization in 
most circumstances. 

The corporation. We have already noted that the corporate form of 
business organization now holds a predominant position. Except for 
agriculture, construction, the professions, and trade, every industry of 
importance is dominated by corporations. 

A corporation is a legal entity that derives its existence from the state. 
To organize it, a charter must be secured; and the corporation must 
confine its activities to those permitted by the charter. The corporation 
is treated at law as being an artificial person; that is, its personality is 
separate from the personalities of its owners. Thus, the corporation may 
sue and be sued, without involving the persons of the stockholders. This 
separation allows, in some situations, a flexibility that partnerships lack. 

When a corporation is formed, its prospective owners subscribe for 
stock in the company; and tlieir voice in the management, as well as their 
profit or loss from operations, is based on the relative amounts of stock 
that they own. Generally each share of common stock carries one vote. 
Besides selling common stock, a corporation may secure funds by 
selling bonds or preferred stock, but as a rule, neither bondholders nor 
preferred stockholders have any voice in management. Further, their 
return is usually limited by contract. On the other hand, their principal 
is somewhat more secure and their income more assured than that of the 
common stockholders. They are investors and creditors rather than 
owners. 

The coi-porate form of organization possesses several distinct advan- 
tages over the other two tyi^es. In the first place, each shareholder has a 
liability only to the extent of his investment in stock. In some corpora- 
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tions, stockholders are held to double liability, but even so, the amount 
of liability is limited. Formerly bank stockholders were generally subject 
to double hability, but this is no longer true except for state banks in a 
few states. 

A second great advantage of the corporation is the relative ease of 
securing capital. Since there is no liability beyond the investment in the 
enterprise, many individuals can be found who are wilhng to take a risk 
of this kind in the hope of securing a capital gain. Moreover, since the 
corporation can sell not only common stock but various other types of 
securities, it can attract various groups of investors. Consequently it can 
sometimes accumulate vast sums of capital. 

A third advantage of the corporation is the ease by which ownership 
may be acquired or relinquished. Any individual who wants to purchase 
stock can enter the market, and since securities of most corporations are 
being constantly bought and sold, he can generally secure as many shares 
as he desires. This flexibility is an added inducement to capitalists. 

A fourth advantage is the permanence of the corporation. Individuals 
live and die, and if a business is dependent upon the life of one or a few 
persons, its plans may be disrupted. In a corporation this is not so, for 
even though ownership may be changing constantly, plans and policies 
can continue undisturbed. 

Other advantages of the corporation are frequently listed. For the 
most part, however, they are merely incidental to the fact that the 
corporation can bring together great amounts of capital. Because of its 
almost unlimited power to obtain capital, a successful corporation can 
take full advantage of any gains to be had from large-scale production. 

Disadvantages of corporate organization. Since the corporation is 
commonly engaged in large-scale production, it is often subject to all the 
weaknesses of great size. In very large corporations, the functions of 
management and ownership are often separated. Where the stock of a 
company is widely scattered among a great number of owners, experience 
shows that control falls into the hands of management, that is, the 
board of directors. Often the members of the board ovm an extremely 
small proportion of the total stock outstanding. In that case the great 
majority of stockholders, who really own the business, are dependent on 
a management that may or may not operate the corporation for their 
benefit. In the long run a management that does not have the stock- 
holders* interest at heart may do them great harm. 
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A second disadvantage of the corporation is tlie danger that the 
enterprise may be overcapitalized. The ease of securing funds and the 
possibility' of making profits may cause those who are promoting the 
corporation to take an extremely rosy outlook. As a consequence, they 
may secure an excessive amount of capital in relation to the opportunity 
for immediately profitable employment of the funds. In the case of a 
failure of the venture when prospective profits are not realized, all who 
invested their funds will lose. The abuses in overcapitalization, mis- 
management, and misuse of corporate power present problems that must 
be solved if the corporate form of organization is to serve the general 
welfare as it should. 

Summary 

This chapter has surveyed the nature and functions of business organization. 
The meaning of production has been explained, and the functions of the 
entrepreneur have been indicated. The advantages and disadvantages of small- 
versus large-scale production have been surveyed, as well as the kinds of 
business organization that best suit each kind of production. We have seen 
that, if the economic purpose of engaging in business is to be realized, then 
the proper kind of organization must be adopted and responsible management 
must be employed. Efficient management with a sense of responsibility will 
promote the general welfare; that is, it will secure for all concerned the 
maximum of satisfactions with the minimum of social sacrifices. 

Study Questions 

4 

1. What basic problem becomes significant when economic principles are 
being considered by businessmen? 

2. What economic services do businessmen perform? 

What fimction does the entrepreneur perform? 

4. Name the main economies of large-scale production. 

5, What are the outstanding weaknesses of large-scale production? 

0* Which form of business organization predominates in terms of number 
of units? Which predominates in terms of volume of business conducted? 
How do you account for this difference? 

What are the main advantages of a partnership? Main disadvantages? 
^hat are the main advantages and disadvantages of the corporation? 
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8. Suppose you wish to enter each of the following businesses. Which form 
of business organization would you use? Why? 

Law firm Book publisher 

Retail store Doctor 

Railroad Manufacturer of steel 

Real-estate firm Lumber yard 

Barber Broker 

Radio shop 


Exercise 

The following advertisement appeared in a well-known publication: 

Who is the loneliest man in Business? 

The loneliest man in any enterprise is the one who makes the final decisions. 
When Allied Armies, during the war, were poised to leap on the Continent, 
one man, General Eisenhower, had to take liis courage in his hands and pick 
the day irrevocably. 

It is the same way in business. Some one man, after all tlie decisions are in, 
has to set the course and hold to it. 

The consequences of his decision may affect the future of the business, the 
security of thousands of employees, the savings of investors. 

The job of making decisions— a function of management— has been well done 
in America. This fact is one great reason why America is the most productive 
nation in the world — and a country where real wages are higher than in any 
other country in the world. 

Neither the men and women in industry nor tlie money in industry can be 
effective without good management. Nothing else is so important to the workers' 
welfare, the investors' welfare, or the public welfare. 

a. On the basis of the discussion in the text, what is the name of the one 
man who makes the final decisions? 

b. Does this advertisement imply that decisions by the 'loneliest man in the 
world” have by and large been good? 

c. Should this “loneliest man” receive a reward for taking such tremendous 
responsibilities? 

d. What kind of reward would you give him; money, honor, or respect and 
esteem? 

e. Suppose his decisions are wrong, how would he be punished? 

f. In what respects or in what way would the question of profits be related 
to the rewards or punishment of the “lonely man”? 
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5. Money 


No group of economic principles is more significant to the businessman 
than those that pertain to the determination of prices. Since prices are 
expressed in terms of money and since both money and bank credit are 
essential to modem methods of exchanging goods, it is important that 
we examine carefully the basic principles relating to these two factors. 

The nature of money. Money has already been defined as any com- 
modity or token that serves as the common medium of exchange and the 
common measure of value. The price of a good is simply the amount of 
money that one receives when he sells it. If no medium of exchange or 
money were in existence, we can rest assured that one would soon be 
adopted. People early discovered that the barter system would not work 
if they had very much business to transact. Under barter the process of 
trading was cumbersome, time-consuming, and therefore costly. 

In the first place, it was often found that the goods to be exchanged 
could not be divided into units of the right value. Suppose, for example, 
a butcher who had chickens to sell wished to purchase an oriental rug. 
’Obviously, he could give many chickens in exchange for the rug, and 
this would be satisfactory if the owner of the rug would accept the 
chickens. Suppose, however, the owner of the oriental rug wanted just 
one chicken for dinner. Since he could not cut up the mg without de- 
stroying its value, he would be forced to purchase more chickens than 
he desired. Some medium of exchange that can be divided into con- 
venient sizes is therefore necessary if exchanges are to be carried on 
eflBciently. 

A second obstacle to trade by barter is that a man who wishes to 
purchase something may not be able to offer in exchange a commodity 
that the seller wants. For example, the butcher who has chickens to sell 
may not care to use, or even to possess, an oriental mg. As a result, the 
owner of the mg is unable to purchase any chickens. However, in an 
economy where money is the common medium of exchange, this difficulty 
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wtU not arise. Even’one is glad to take inone)’ because he can always 
pass it on to someone else. 

Still a third obstacle to the barter system is that no common measure 
of value is available. In each exchange different objects are compared, 
shoes for cotton, wheat for com, and the like. In any economy, however, 
trade becomes much easier if the exchange values of all commodities 
are estimated in terms of some one commodity. In a money economy it 
is much easier to estimate fair exchange values because everyone is in 
the habit of expressing the value of each commodity in terms of money. 
As a result, whenever there is occasion to compare the values of com- 
modities in terms of one another, all that is necessary is to compare their 
money values, that is, their prices. It is clear, therefore, that money is 
necessary in an exchange economy. 

Functions of money. It has already been indicated that money 
performs two primary functions: (1) to serve as a generally acceptable 
medium of exchange and (2) to serve as a common measure of value. 

Growing out of the primary functions of money several secondary 
functions may be observed. Since money is the medium of exchange and 
the measure of value for current payments, money becomes also the 
measure of deferred payments; that is, I may purchase a house for 
$10,000 and pay $2,000 in cash, contracting to pay the remainder over a 
period of years. Here the exchange of a house for money has been made 
but the payment is partially deferred. Eventually, of course, the other 
$8,000 must be paid. Meanwhile, however, the price level may change, 
and this, as will be explained in the following chapter, is likely to create 
serious problems. 

Another secondary function of money is its use as a store of value. 
Usually, money is lent or used to purchase property, and in this way 
income is received in the form of interest and rent. Nevertheless, at 
times, especially in war or in periods of business depression, considerable 
amounts of value or purchasing power are kept by individuals in the 
form of cash. This condition is not desirable, for if people who have been 
hoarding money begin later to spend it freely there will be a rapid rise 
in prices. 

Monetary Standards 

Oold standard. Since money is so essential in an exchange economy, 
it is important that the material used for money be a suitable one. 
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Without doubt one of the best commodities for monetary use is gold. 
It is durable, uniform in quality, and conveniently divisible. It has many 
nonmonetary uses which create a strong demand for it at all times; and 
it is easy to carry because a relatively small amount possesses high value. 
Further, gold money is diflBcult to counterfeit, because anyone who is 
familiar with gold can easily distinguish it from cheaper substitutes. 

When gold is the real basis for the money of a country, that country 
is said to be on the gold standard. Its basic monetary unit is defined as 
being equivalent in value to a definite weight of gold. An important 
feature of the traditional gold standard is free coinage. Under free 
coinage the mint accepts unlimited amounts of gold bullion and returns 
it to the owners in the form of gold coin if they so desire. Another 
important feature of the gold standard is redemption of other forms of 
money in gold coin. Anyone who has paper money or small coins can 
always exchange these for gold on demand. As a result, paper money 
and minor coins always have the same value as gold money.' 

Under the gold standard the weight of gold in the standard monetary 
unit, such as the dollar, is set by law, and the bullion value of a gold 
coin is always equal to its money value. Thus, when the United States 
was on the full gold standard and gold was selling for $20.67 an ounce, 
a gold dollar contained 23.22 grains of pure gold, or almost one-twentieth 
of an ounce. This meant that a $20 gold piece contained nearly an ounce 
of gold.^ In 1934 the gold content of our dollar was reduced to 13.7 grains 
of pure gold. Thus, gold bullion became $35 an ounce. 

Another metal once favored as a monetary standard is silver. Before 
the nineteenth century it was much more widely used for this purpose 
than was gold. 

Bimetallism. In the late eighteenth century and in the nineteenth 
century a number of countries attempted to use both gold and silver as 
monetary standards. Such a system is known as bimetallism. Under it, 
both metals are coined freely, but the standard monetary unit, like the 
dollar, is given one weight if of silver and another weight if of gold. The 
weight of the silver dollar relative to the weight of the gold dollar is 

1 A variation of the gold standard is the gold bullion standard. Under this plan no 
gold coins would circulate, but the government would either buy or sell unlimited 
amounts of gold bullion at the same fixed price. 

■j The gold dollar itself was not coined. Gold was coined only in denominations of 

$2.50, $5, $10, and $20. 
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knowii as the minf ra/io. When the United States established a coinage 
s\’stem in 1792, it provided for a bimetallic standard. Originally the ratio 
was 15 to 1; later it was changed to 16 to 1. This meant that, since silver 
was much cheaper tlian gold, the weight of silver in a silver dollar was 
15 or 16 times as great as the weight of gold in a gold dollar. 
Unfortunately, bimetallism did not work very well. Although the mint 
ratio was fixed by law, the market ratiOy or the relative values of the two 
metals in the open market, tended to change with changing conditions 
of supply and demand. If, for example, the demand for silver increased, 
speculators would not bring silver to the mint to have it coined; rather 
they would withdraw silver coins from circulation, melt them, and sell 
the bullion to those willing to pay higher than mint prices. As a result, 
silver coins would disappear from the monetary system. So also with 
gold if it increased in value more than silver. Always the metal that was 
relatively cheap would drive out of circulation the metal that had become 
more valuable. This tendency of “cheap” money to drive “dear” money 
out of circulation is known as Qreshairis law.^ When one metal had 
been driven completely out of circulation, the other became the actual 
monetary standard. 

Legally the monetary system of the United States was bimetallic for 
more than eighty years. However, in the early part of this period the 
actual standard was silver; later the actual standard was gold; and still 
later, at the time of the Civil War, it became irredeemable paper green- 
backs. These greenbacks continued to be our real standard until 1879, 
when the Treasury began to redeem them in gold; meanwhile, however, 
in 1873 Congress had dropped the silver dollar from the list of coins to 
be minted. This action ended bimetallism legally because it ended the 
free coinage of silver. Later, the coinage of silver dollars was resumed, 
but only on a limited basis. 

Before the end of tlie nineteenth centuiy, the difficulty of maintaining 
a bimetallic standard was recognized almost universally, and bimetallism 
was everywhere abandoned. Most countries by that time had adopted 
the gold standard. A few. however, like China and Mexico, still retained 
the single silver standard. 

“ Sir Thomas Gresham was an official under Queen Elizabeth. He was by no metms 

the discoverer of the principle that bears his name, but he was one of tluxse who 

wrly called attention to it. 
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Paper standards. Gold has two great advantages as a monetary 
standard: (1) It is the traditional basis for money and is acceptable all 
over the world/ (2) Gold money cannot become worthless because it is 
always in demand and is available in rather limited quantities. 

In spite of these advantages, gold has certain disadvantages which 
have caused some governments to abandon it or to substitute paper for 
gold. The disadvantages are (1) the gold available to a particular govern- 
ment often is limited in amount, (2) a gold standard is very expensive 
to maintain, (3) the outflow or inflow of gold may cause violent changes 
in prices and this may initiate booms and depressions. 

A paper standard can easily be substituted for a gold standard if indi- 

i 

viduals have become accustomed over the years to the use of paper. 
However, the amount of paper issued must be limited. The issue of 
greenbacks by the United States during the Civil War is an example of 
a paper standard; but in this case the government issued too much paper 
money and its value depreciated. It was necessary, therefore, to make 
provision for the redemption of these greenbacks in gold. During the 
depression of the 1930's, many countries went to a paper standard. In 
countries where the quantity of paper money issued was limited, this 
money did not depreciate greatly in value. The experiences of these 
countries with the paper standard during the depression have caused 
many economists to insist that the paper standard can be as satisfactory 
as a gold standard. 

Today the United States and most other countries have adopted a 
form of paper standard, in the sense that no standard gold coins are in 
circulation and that the paper money which makes up the greater part 
of the supply of pocket money is not redeemable in gold. However, the 
tie with gold is by no means completely broken. Gold reserves are still 
kept, and in the case of the United States they are very large. By this 
means greater confidence is maintained in our paper money. Moreover, 
gold is still used to settle foreign trade balances. Gold also plays a large 
part in stabilizing foreign exchange rates and extending international 
credits. Nevertheless, it is doubtful whether gold actually exerts much 

* If all countries were on tlie gold standard and there were no restrictions on the 
export or import of gold, foreign exchange rates would be approximately stable. 
With minor allowances for the cost of shipping coin or bullion, the standard 
monetary units of any two countries woiJd exchange on the basis of their relative 
gold weights. 
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influence on either the quantiU' or the \*alue of the paper money now in 
circulation. The value of gold itself seems to be determined largely by 
monetary' policies, especially those of the United States. Any independent 
influence exerted by gold on the value of money is indirect and is felt 
only in the long run. 

Bank Money 

On the basis of the agency that creates it, money may be divided into 
two classes: government money and bank money. Government money 
is important because it furnishes us with our supply of pocket money 
and also because it serves as the monetary standard. In a sense, however, 
bank money is even more important, because it furnishes, in the form of 
demand deposits, by far the greater part of our total money supply. 
In the United States most payments of any size are made, not with paper 
or coin, but by drawing checks against demand bank deposits. 

Besides deposits there is another form of bank money, the bank note. 
At one time bank notes, rather than deposits, formed the principal part 
of our money supply, but over the years their relative importance has 
gradually declined. 

Bank notes. In the earlier days of banking most banking systems 
allowed ordinary banks to issue noninterest-bearing notes that could be 
redeemed at the issuing bank at any time. It was soon discovered that, 
since they were redeemable on demand, people would accept such notes 
freely as a medium of payment. Thus bank notes became a substitute 
for metal or paper money issued by the government. 

Frequently, however, the banks issuing such notes failed and the notes 
became worthless. In the United States before the Civil War such failures 
were frequent. Finally some states refused to permit banks to issue notes 
unless they first deposited adequate security with a designated state 

ofBcial. 

After the passage of the National Banking Act of 1863 the note-issue 
privilege was restricted to the national banks and was carefully regu- 
lated. Finally, with the passage of the Federal Reserve Act in 1913, 
provision was made for the ultimate retirement of the national bank 
notes. This ended the note-issue privilege for ordinary banks in the 
United States. At present, national bank notes are no longer in active 
circulation, and although some are still outstanding, these are being 
gradually retired as they come into the hands of the banks. 
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Wliile the Federal Reserve Act provided for the ultimate retirement 
of national bank notes, at the same time it also provided for the issue 
of two new types of bank notes: Federal Reserve notes and Federal 
Reserve bank notes. Of these two the second type is relatively unim- 
portant.‘‘ Federal Reser\'e notes, on the other hand, constitute the greater 
part of our pocket money. 

Federal Reserve notes will be dealt with at some length in the 
following chapter. At this point it is only necessary to make one observa- 
tion about them. Though they are issued by the Federal Reserve banks 
and are called bank notes, they are direct obligations of the Federal 
government. This means that they are in fact a form of government 
money. They thus have very little in common with tlie early bank notes 
which were based only upon the credit of the bank issuing them. 

Bank deposits. Even more important in our present-day monetary 
system than notes issued by Federal Reserve banks are the deposits of 
the commercial banks, especially their demand or checking deposits. To 
the bank, a checking deposit is an obligation to pay a certain amount of 
paper money or coin on demand. To the depositor it is the right to receive 
a certain amount of such money. 

Often people thiiik of a bank deposit as paper money or coin actually 
held in the bank for the benefit of the depositor. This, as many of our 
readers doubtless know, is not the case. The typical bank probably does 
not hold in its vaults in paper and coin as much as 5 per cent of its total 
deposits. Even the legal cash reserve that a bank is required to hold is 
not (if the bank belongs to the Federal Reserve System) paper money or 
coin. Instead it is merely a deposit in a Federal Reserve bank. If a bank 
deposit literally represented cash in a bank, then it would be impossible 

® Federal Reser\'e bank notes were pro\ ided for in the original Federal Reserve Act. 
They differed from Federal Reser\e notes in several respects, including reser\'e 
requirements. Originally, they were intended to replace national bank notes as the 
latter were retired from circulation. Later provision was made for replacing the 
Federal Reserve bank notes themselves by Federal Reser%'e notes. When the 
United States entered the Second World War, most of the Federal Resen'e bank 
notes had been witlidrawn from circulation. However, the government had on hand 
several hundred million dollars* worth of them which had never been issued. As a 
war measure, to save a quantity of valuable paper and the labor used in engraving, 
tliese unissued Federal Reser\'e bank notes were put in circulation in place of an 
equivalent amount of Federal Reserve notes. As they wear out, they are again 
being withdrawn from circulation. 
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for the total volume of bank deposits to exceed the total volume of cash. 
Actually, however, tlie total volume of demand bank deposits held by 
the public in this countr)- is always several times the total amount of 
paper money and coin in circulation. 

Most economists today classify bank deposits as a form of money. 
Deposits represent purchasing power just as much as does pocket money. 
Since the quantity of deposits is much greater, they have even more 
influence on the prices and production of goods and on the volume of 
employment than does pocket money. The holder of a bank deposit can 

of course always turn it into pocket money if he wishes. In order to spend 

« 

it, however, he does not have to do this. As a rule, all he need do is to 
write out a check. 

The man who receives a check may, of course, cash it; but more often 
he simply deposits it to his own account. If he deals with the same bank 
as the man who wrote the check, the bank merely deducts the amount 
of the check from one account and adds it to another. In such a situation 
the transaction is a bookkeeping transaction only with no transfer what- 
ever of actual cash. If the receiver of the check deposits it in a different 
bank, the bank receiving the check for deposit can demand cash over 
the counter from the bank on which it was drawn. However, most of the 
claims of banks on one another are canceled out through tlie clearing- 
house so that the balances remaining to be paid are relatively small. 
In other words, under present methods of doing business the transfer 
of bank deposits by check does not always mean the transfer of cash. 
To a large extent bank deposits actually replace pocket money as a 
niedium of exchange. It is estimated that in this country some 85 or 90 
per cent of the total volume of payments is now made by checks drawn 
against demand deposits. 


Money in the United States 

In 1933 the United States had been on the traditional gold standard, 
without interruption, for more than fifty years; but following the banking 
crisis of that year, several important modifications were made in our 
monetary system. In their final form, these changes were embodied in 
the Gold Reserve Act of Januaiy, 1934. One change was the reduction 
of the gold content of the dollar by 41 per cent; anoUier was the with- 
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drawal of all gold coins and gold certificates ® from circulation and the 
concentration of the gold reserves of the country in the United States 
Treasury. Since 1933 none of our money in circulation has been redeem- 
able in gold; we are really, therefore, on a paper standard. 

However, as has already been noted, our present paper standard is 
supported by large gold reserves. It is further tied to gold by the fact 
that the Treasury, as has been mentioned, now has fixed the price of gold 
at $35 an ounce. This is at the rate of $1 for about 13.7 grains, which is 
now the nominal gold weight of the dollar. The Treasury both buys and 
sells gold at this price. However, within the United States sales of gold 
are restricted. Since 1933 private hoarding of gold has been illegal. It is 
now sold only in limited amounts and by special permit for use in 
industry and the arts. 

At present there are three kinds of money in use in the United States: 

(1) token coins, from the silver dollar down to and including the cent, 

(2) several varieties of paper money issued either directly by the gov- 
ernment or by the Federal Reserve banks acting as agencies of the 
government, and (3) demand or checking deposits in the commercial 
banks. 

As to coins and paper money, there is little difference between them 
except in appearance. One is “printed” on metal, the other on paper. 
Both are token money only.’^ The value of a silver coin is greater than, 
and is independent of, the value of the metal in it. Coins now made of 
silver would be worth just as much if made of copper or some other 
cheap metal. Aside from providing a market for the silver producers, the 
only arguments for making coins of silver are that they are more attractive 
and counterfeiting them is more expensive. 

As used in the Federal Reserve Bulletin, the term “money in circula- 
tion” refers to paper money and coin outside the Treasury and the 
Federal Reserve banks. Table 1 shows the kinds and amounts of such 
money in circulation, both on Dec. 31, 1939, and on Dec. 31, 1945. By 
comparing the two sets of figures the reader can readily see the effect 
of the war in inflating the volume of pocket money. 

® Cold certificates are still held by the Federal Reser\’e banks as reserv'es, but they 
may not be paid out to member banks or to the public. 

" Token money as the term is used here is any kind of money, metal, or paper, whose 
value is greater than, and independent of, the value of the material in it. 
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Tabic l.-~Pocket Money in CircuUition in the 

United States 


(Millions of dollars) 



1939 

1945 

Osins: 

Silver dollftirs 

45 

139 

SiiKviHiarv silver coins 

381 

832 

Nickels «ind cents 

164 

307 

Paper money: 

Federal Reserve notes. 

4,912 

24,388 

Silver certificates and Treasury note.s of 1890 * 

notes ^^reenD^iCKs) 

1,555 

272 

1,873 

316 

D peprve h^nk notes i 

24 

494 

National Kank notes 

175 

117 

certificates . 

69 

51 





7.597 

28,517 



• Treasury notes of 1890 were called in by the Treasury many years ago, but a small amount 
of them has never been presented for redemption. Presumably, those notes are lost, de- 
stroyed, or held by collectors. For many years the Federal Reserve Bulletin listed Treasury 
notes of 1890 in circulation at $1,000,000. Now any still outstanding are included in the 
figure for silver certificates. 

t Federal Reserve bank notes are explained briefly in footnote on p. 56. 

A glance at the table will show that in 1945 Federal Reserve notes 
constituted more than 85 per cent of all our paper money and coin in 
circulation. Of the other kinds of paper money, only silver certificates, 
United States notes, and Federal Reserve bank notes are still in active 
circulation, and the last named are being replaced by Federal Reser\'e 
notes as fast as they wear out. However, considerable amounts of 
national bank notes and gold certificates are still outstanding. Pre- 
sumably most of these are being held in hoards in mattresses or safe- 
deposit boxes. The reader will note that the total volume of pocket 
*noney in this country increased by almost four times during the period 
covered by the Second World War. 

As has already been noted, bank deposits are of even greater quantita- 
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tive importance than pocket money. From December, 1939, to December, 
1945, demand bank deposits in the United States in the hands of the 
public increased from nearly 30 to about 76 billion dollars. In the same 
period the total of demand and time deposits together increased from 
nearly 58 to about 149 billion dollars. These figures give the reader some 
idea of the extent to -which money and bank credit were increased as a 
result of the war. 

One may well ask, where did all this new money come from? The 
answer is that the government created it by the methods it used in 
financing the war. Had war costs been paid entirely out of taxes and 
funds borrowed from individuals, there would have been no substantial 
increase in the amount of money in circulation. This, however, was not 
the case. To a substantial extent the costs of war were met simply by 
creating whatever money was needed to pay them. Of course, the 
government did nothing so crude, simple, and old-fashioned as to print 
its own notes. Instead, whenever taxes and the sale of bonds to indi- 
viduals and business firms did not yield sufiBcient funds, it sold bonds 
to the banks to make up the difference. The banks bought these bonds 
by giving the government deposit credits, with, the result that whenever 
the banks as a group increased their holdings of bonds, an equal amount 
of new bank deposits was created. When the government paid its bills, 
these deposits were transferred to the general public. Those who received 
them could then, if they wished, ask for cash; and any new cash de- 
manded was furnished by the Federal Reserve banks in the form of 
Federal Reserve notes. This process of monetary expansion will be 
explained in some detail in the following chapter. 


Summary 

Our study of money and money standards has indicated that money issued 
by the government, either diiectly or through the Federal Reserve banks, 
forms a basis for our monetary system. However, bank money in the form of 
demand deposits has become the most common means by which exchanges 
are facilitated. 

The gradual shift from a gold to a paper standard has also been noted, as 
well as the fact that the element of scarcity is a very significant factor in 
keeping a money system sound. Our study further indicates that, since bank 
money is so significant, bank issues must be carefully controlled, for banks as 
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well as goNcnimeiUs may create excessive amounts of money unless restricted 
by law. \\*e noted that there was a great increase in money in circulation 
during the war, and that this additional money was created by the government 
in cooperation with the banks. 

Because of the significance of banks and bank money, we shall devote the 
following chapter to this topic before ^^’e draw some general conclusions 
relative to tlie significance of money to business relationships. 

Study Questions 

1. Define money. 

2. W^y is it important for the businessman to understand the principles 
that relate to money? 

3. What is barter? State and illustrate each of the three advantages of 
trading witli money instead of trading by barter. 

4. What are the primary or basic functions of money? Name two secondary 
functions. Why are these latter functions called “secondary”? 

5. State four things that are true under the traditional gold standard. 

6. Suppose a government provides for free coinage of both gold and silver 
under a mint ratio. 

a. Will gold and silver necessarily exchange at this ratio in the market? 
Why or why not? 

h. Will both metals be used as money? Explain. 

7. For many years before 1933 the people of this country used both gold 
and silver coins. Was our monetary system bimetallic? Why or why not? 

% 

8. What are the two great advantages of the gold standard over an 
irredeemable paper standard completely divorced from gold? 

9. Why has irredeemable paper money usually depreciated? How can such 
depreciation be prevented? 

10. Why is it often said that the United States is now on a paper money 
standard? Would it be more accuiate to call this a token money standard? 

11. State at least two ways in which our money is still tied to gold. 

12. Distinguish between government money and bank money. 

13. Name the two types of hank money, and explain the natnn' of each. 
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14. Which type of bank money now represents the greater part of our money 
supply? Was this always the case? Explain. 

15. Why should Federal Reserve notes be regarded as a form of government 
money? 

16. In what form do member banks of the Federal Reserve System keep their 
legal “cash” reserves? 

17. Are bank deposits usually regarded by economists as a form of money? 
Why or why not? 

18. What are the three types of money now used in the United States? 

19. Why is there now little difference, except in appearance, between our 
paper money and om* coins? 

20. Which kind of paper money now constitutes more than 85 per cent of all 
pocket money in circulation? 

21. Gold certificates as well as gold were withdrawn from circulation by the 
Gold Reserve Act of January, 1934. How do you account for the fact that, 
according to the Federal Reserve Bulletin, $51,000,000 worth of gold 
certificates were still in circulation on Dec. 31, 1945? 

22. What was the source of the wartime increase in our money supply? 

Exercises 

1. Originally, by the Act of 1792, the gold dollar contained 24.75 grains of 
pure gold. The mint ratio was 15 to 1. How much silver was there in the silver 
dollar? 

2. The gold content of the gold dollar was reduced in 1834, and finally 
fixed in 1837 at 23.22 grains. The silver dollar was not changed. What was the 
new mint ratio? (Carry your answer to two decimal places.) 

3. An ounce of gold is now the equivalent of $35. How many grains of 
gold are equivalent to $1? (Carry your answer to two decimal places. A troy 
ounce, used in weighing precious metals, contains 480 grains.) 

4. What percentage of our pocket money consisted of Federal Reserve notes 
in 1939? What percentage in 1945? Why did Federal Reserve notes increase 
in quantity so much more than other forms of pocket money? 

5. What was the percentage of increase in pocket money from 1939 to 1945? 
What was die percentage of increase in demand bank deposits during die 
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same period? Can you give any good reasons to explain the relatively greater 

increase in pocket money? 
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6. The Commercial Banking 



Commercial banks. Commercial banks are the ordinary banks that carry 
checking and savings accounts, make loans, and provide various other 
services for businessmen and the general public. In this chapter we are 
interested in them principally because their checking or demand deposits 
make up the greater part of our supply of money. As we shall see later, 
these banks do more than merely “carry” deposits. By their lending and 
investing operations they actually create them. 

Bank reserves. Since checking accounts are payable on demand, at 
first thought one might suppose a bank would always have to hold 
enough cash to meet such deposits in full. Actually this is not true. Once 
a bank is established and doing a normal business, it finds that the inflow 
of cash tends to equal the outflow. It is always making new loans and 
paying out money against checks presented to it. On the other hand, 
old loans are always being paid off, and customers are constantly making 
deposits of cash. Because the inflow of cash tends to equal the outflow, 
bankers long ago discovered that their cash holdings need be only a 
fraction of their deposits. The cash that a bank must hold to meet the 
demands of depositors is known as its reserve. The fact that a relatively 
small reserve can support a much larger amount of deposits explains in 
part why the total quantity of bank deposits in the country can be several 
times greater than the total quantity of cash. 

In the United States a certain percentage of reserve against deposits 

is required by law. In addition, every bank must have till money to take 

care of its ordinary day-to-day transactions. Under the Federal Reserve 

System all legal reserves of member banks must be deposited with die 

Federal Reserve bank of the district. 

% 
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OxTR Banking System Befoke and After 1913 

It is not possible in a general text on economics to go into the 
nature and history- of our banking system in all its details. Our 
primary' interest is in those characteristics of the system which affect 
credit policy and tlie total volume of bank deposits. We are interested 
in credit policy and deposits because these have a direct effect on the 
price level and upon business activity^ in general. For our present purposes 
it will be especially useful to note certain changes that were made in our 
banking system in 1913, as a result of the establishment of the Federal 
Reser\'e System. 

In some respects our commercial banking system has changed very 
little since 1913. Then, as now, the banks were divided into two groups: 
state banks, or those chartered by the various states; a^jd national banks, 
or those chartered by the Federal government. Then, '.as now, there were 
many banks of each type; most of them were relatively small and some 
were not too well managed. It is only fair, however, to point out that 
the average size of the banks has increased since 1913; and in most cases, 
it seems probable, the quality of the management has improved. In 
part this is a result of the failure of many weak banks in the early 1930 s; 
in part it is a result of more adequate bank inspection and supervision. 

However, in two important respects our banking system is very 
different from what it was before 1913. In the first place, before that 
year the ultimate bank reserves of the country consisted of government 
paper money and coin held in the vaults of the commercial banks 
themselves. For practical purposes the total amount of such money at 
any given time was inelastic; that is, there was no way of increasing it 
to meet unusual needs. If, as sometimes happened, the public demand 
for cash rose sharply, bank reserves dropped to dangerously low levels. 
The result was likely to be bank runs, bank failures, a financial crisis, 
and general business depression. At present there is small danger of the 
banks getting into trouble merely because of shortage of cash. Any bank 
which has good assets, and which belongs to the Federal Reser\'e System, 
can now borrow additional reserves from a Federal Reserve bank. If it 
needs cash to pay out over its counter, it can get Federal Reserve notes. 
The Reserve banks within certain ultimate limits, which will be explained 
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later, can create these notes in any quantity required. It is said, therefore, 
that we now have an elastic currency. 

Our present banking system differs in a second important respect from 
the earlier one. Before 1913 each bank was largely independent in 
determining its credit policies. There was no central bank or other 
coordinating agency. Now, however, the Federal Reserve System exists 
and exerts very considerable power over the credit policies of the 
commercial banks as a group. 


Federal Reserve System 

The Federal Reserve Act of 1913 did not create a single central bank. 
Instead it provided for dividing the country into a number of districts, 
and for the creation of a central bank in each district. Actually twelve 
Federal Reserve districts were established with a Federal Reserve bank 
in each. Every national bank was required to belong to the system, and 
state banks were permitted to join if they met certain conditions. The 
stock of each Federal Resei*ve bank was to be owned by the member 
banks of the district, and these banks also were to elect a majority of 
the board of directors. The Federal Reserve banks are, therefore, not 
government-owned institutions. 

Though the reserve banks are not government-owned, they are subject 
to a considerable amount of direct government control. The body that 
now exercises this control is the Board of Governors of the Federal 
Reserve System at Washington, which consists of seven members ap- 
pointed by the President of the United States. It has direct representation 
on the board of directors of each Federal Reserve bank because it 
appoints three of the nine members of each board. It also controls the 
Federal Reserve System in a number of other ways, some of which we 
shall have occasion to explain later. 

Reserve banks and the member banks. The reserve banks are primarily 
bankers* banks. Ordinarily they do not deal with the general public but 
receive deposits from and make loans to other banks only. When member 
banks are temporarily short of funds, they can borrow from the reserve 
banks. They must, however, present satisfactory collateral. Most com- 
monly this collateral takes the form of government bonds or commercial 
paper. By commercial paper we mean the notes or acceptances that the 
member banks receive when they make short-term loans to businessmen. 
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Member banks are required by law to keep their entire legal reserve 
on deposit ^vith the Federal Reserv'e bank of their district. The legal 
reserv'es that member banks must hold against demand deposits vary. 
Banks are grouped according to the size of the towns in which they are 
located, and for each group the Board bf Governors may determine the 
reserve ratio within certain limits. For “country” banks the ratio may 
vary from 7 to 14 per cent; for reserve city banks, from 10 to 20 per cent; 
and for central reserve city banks (New York and Chicago), from 13 to 
26 per cent. The purpose of requiring the member banks to deposit their 
legal reserves in the Federal Reserve banks is to concentrate the reserves 
of the banking system. In this way they are made available as the basis 
for extending credit to any bank that needs help. 

When a member bank borrows from a Federal Reserve bank, it 
ordinarily takes the proceeds of the loan in the form of a credit to its 
account with the reserve bank. If its purpose in borrowing is simply to 
maintain its legal reserve ratio, it will leave the borrowed funds on 
deposit; but if it needs pocket money to pay out to depositors, it will of 
course draw out cash. The Federal Reserve bank can, as we have seen, 
create this cash by issuing additional Federal Reserve notes. 

Federal Reserve bank reserves. The reserve banks themselves must 
hold reserves against their deposits and also against Federal Reserve 
notes. Originally the requirement was 40 per cent against notes and 
35 per cent against deposits. The reserve for notes had to be gold, but 
that for deposits could be held in either gold or any type of lawful 
(legal tender) money issued directly by the government. When gold was 
nationalized following the banking crisis of 1933, the Federal Reserve 
banks were required to deposit their gold with the Treasury in return 
for gold certificates, and they were also authorized to use these certifi- 
cates for reserves in place of the metal itself. Later, by an act of June, 
1945, the reserve ratios themselves were substantially reduced; and at 
the same time the use of lawful money as reserve against deposits was 
eliminated. The present reserve requirement for the Federal Reserve 
banks is 25 per cent in gold certificates against both deposits and Federal 

Reserve notes. 

The ability of a reserve bank to lend to member banks depends 
almost entirely upon tlie amount of surplus reserves that it holds. If its 
reserve ratio is down to the 25 per cent minimum, it cannot extend 
deposit credit or issue notes without impairing its legal ratio. On the 
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other hand, if its reserves are well above the minimum, it is in a position 
to lend freely. In normal times the reserve banks make it their business 
to carry substantial excess reserves so that they vsdll be in a position to 
meet all legitimate demands for credit in times of need. 

Federal Reserve notes. By authorizing the issue of Federal Reserve 
notes, the Act of 1913 created a new type of bank note. This note is an 
obligation of the Federal Reserve banks but is also a direct obligation 
of the government. The present provision is that Federal Reserve notes 
must be secured 100 per cent by collateral in the hands of the Federal 
Reserve agent.' This collateral must consist of not less than 25 per cent 
in gold certificates and not more than 75 per cent in commercial paper ^ 
or government bonds. If the reserve banks choose, they may use as much 
as 100 per cent of gold certificates as the security behind notes. 

A note had long been needed that could be issued in increased quanti- 
ties whenever the banks experienced unusually heavy demands for cash. 
The procedure for creating additional notes is as follows: The Federal 
Reserve bank turns over to the Federal Reserve agent not less than 
25 per cent in gold certificates and in addition enough government bonds 
or commercial paper to raise the total security to 100 per cent. It then 
receives Federal Reserve notes which can be lent to member banks or 
paid out to them when they draw cash against their accounts. Since a. 
minimum of 25 per cent in gold certificates is needed as reserve, if 
enough other collateral is available, every dollar in gold certificates is 
suflBcient to permit the issue of four dollars in Federal Reserve notes. 

Those who originally drew up the Federal Reserve Act intended that 
Federal Reserve notes should be elastic in the special sense of reflecting 
closely the changes in the volume of commercial paper, and hence in 
the volume of business activity. Their expectations were largely dis- 
appointed from the beginning, because experience soon showed that 
there was no dependable relationship between the volume of commercial 
paper held by the reserve banks and the demands of the public for cash. 
To get around this difiBculty, since originally the use of government 

^ A Federal Reserve agent is appointed by the Board of Governors as its direct 
representative with each Federal Reserve bank. He is not only a member of the 
board of the bank, but he also acts as its chairman. He is not, however, the chief 
executive officer. To fill this position, tlie board of each resei^'e bank elects a 
president. 

- The term "commercial paper,” as used here, refers to such instruments as drafts, 
acceptances, and promissory notes growing out of short-term loans to businessmen. 
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bonds as cx)Uateral was not legal, the reserve banks often issued Federal 
Reser\^e notes secured principally by gold/^ However, after the Glass- 
Steagall Act of 1932 made it possible to substitute government bonds 
for commercial paper, these bonds came to be used more and more as 
the principal collateral behind Federal Reserve notes. Today the amount 
of commercial paper behind the notes is relatively insignificant, and 
except for gold certificates, they are secured almost entirely by govern- 
ment bonds.^ 

How bank deposits are created. Banks exist primarily to carry deposits 
and to extend credit. Commercial banks provide businessmen with short- 
term credit to carry on many of their everyday transactions. For example, 
to meet seasonal demands for funds merchants will borrow periodically 
from a bank for short periods. When a bank makes a loan, it may be 
'vilhng to give the borrower cash at the teller’s window. However, it 
generally prefers to extend to him a deposit credit by entering the amount 
of the loan in his bank book. By lending in this way the bank avoids any 
immediate reduction in its cash reserves. At the same time it creates a 
new bank deposit that previously did not exist. A bank deposit, it will 
be recalled, is merely the obligation of a bank to pay out money. 

A generation or so ago commercial banks employed most of their funds 
in making short-term loans to businessmen. They still regard such loans 
with great favor; but in most recent years the demand for them has been 
limited, and the banks have more and more been obliged to resort to 
investing in long-term securities, especially government bonds. Com- 
mercial loans did rise rapidly in 1946 and early 1947, but bankers were 
not sure that the demand for them would continue beyond the postwar 

boom period. 

Investments in government securities also bring about the creation of 
bank deposits. We have already pointed out that during the Second 
World War bank deposits in the United States more than doubled. 
Practically all of this increase was the result of the purchase of govern- 
ment bonds by the commercial banks to help finance the war. 

The process by which these deposits were created was very simple. 
The purchase of newly issued government bonds is a way of extending 

* See “Banking Studies,” Federal Resen e System, Washington, D. C., 1941, p. 77. 

On Feb. 20, 1946, the collalerol ludd against Feticnil Reser\e notes was as follows: 

Said certificates, $11,334,000,000; government securiticji, $14,563,160,000; eligible 

taminorcinl ixii>er, $391,725,000. See Fedeml Reserve HulteHn, Aiwil, 1946. 
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a long-term loan to the government. When a bank bought, say, $5,000,000 
worth of bonds, it was permitted to make payment by merely crediting 
the United States Treasury with a $5,000,000 deposit. Later the Treasury 
in paying its bills would draw checks against this deposit and gradually 
transfer the funds to the public. It should be carefully noted, however, 
that the new deposit remained in existence and became an addition to 
the amount of deposits already held by the public. Furthermore, most 
of the new deposit money created during the war will stay in circulation 
indefinitely. The only thing that would be likely to bring much reduction 
in the combined volume of deposits and pocket money would be a 
substantial reduction in the government debt. 

We are now prepared to show how bank deposits can be expanded. 

We shall find that if a bank receives new cash from outside the 
banking system, for example, cash representing newly mined gold or 
imported gold, the individual bank will not be able to expand loans by 
much more than tliat part of this cash which represents surplus reserve. 
Even if it makes loans in the form of deposit -credits, it will be able to 
retain comparatively little of the deposits so created. On the other hand, 
we shall find that the whole system of banks can create new loans and 
deposits equal to several times the amount of any new cash which is 
obtained. 

Let us suppose that a certain bank has extended loans to the limit of 
its ability, and that it then receives a deposit of $1,000 in cash. Let us 
suppose further that this cash represents gold imported from abroad. 
The balance sheet of the bank would then contain the following: 

Assets Liabilities 

Cash $1,000 Deposits $1,000 

However, if we assume that this bank is required to carry a legal reserve 
of 20 per cent, it needs only $200 of the new cash as reserve against the 
new deposit. This $200 it must deposit with the Federal Reserve bank 
of its district. The other $800 is available for expanding loans. 

Now let us suppose that a customer comes to the bank and desires to 
borrow $800 on his note. The bank might hand over to him $800 in cash. 
This is not likely, however, for two reasons: (1) the customer will 
probably prefer to pay his bills by check; (2) the bank would like to keep 
the cash as reserve as long as possible. Consequently, when the bank 
makes the loan, it credits the depositor’s account with $800. 
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We should obsen-e here, however, that whether the bank credits the 
customers account or gives him cash over the counter does not make so 
much diflFerence as is often supposed. People who borrow money gen- 
erally borrow it to use. If the bank lent the customer $800 in cash, it 
would lose the cash immediately; if it credits the customers account, 
he will very soon draw checks against it for most of the $800, and most 
of these checks v^ll be presented at other banks by the people who get 
them. The borrower, to be sure, may not check out all the $800 (he may 
have agreed with the bank to leave a certain amount, say 20 per cent, 
on his account), and some of the checks he draws may come back to his 
own bank. For simplicity of exposition, however, let us assume that he 
checks out the whole $800, and that all the checks drawn are presented 
at other banks for payment. Our bank will then owe $800 to the other 
banks through the clearinghouse, $800 that it would not have owed had 

not made this particular loan; and when it has met this obligation, it 
will have paid out $800 in cash and its balance sheet will show the 
following changes: 

Assets Liabilities 

Cash 5200 Deposits $1,000 

Loans 800 

Our original bank, as a direct result of receiving tlie $1,000 cash, still 
has an increase in deposits of $1,000, and it has expanded loans by $800. 
It is not now in a position to expand either loans or deposits further. 
For the banking system as a whole, however, the original $1,000 in new 
cash has by no means reached the limit of its power to create loans and 

deposits. 

If we assume that the people who received our borrower s checks for 
$800 deposited them in other banks instead of asking for cash, these other 
banks will have $800 in new deposits. They will also have $800 new cash, 
received from our bank through the clearinghouse. There is now $1,800 
on deposit in the whole banking system; that is, the $1,000 deposited in 
the first bank plus the $800 deposited in other banks. The banks that have 
just increased their deposits and cash by $800 must deposit 20 per cent 
of the cash, or $160, with the Federal Reserve bank as legal reser\'e 
Against the new deposits. However, this leaves them with $640 in new 
cash with which to make $640 in new loans. When in turn the proceeds 
of tliese loans are checked out and deposited in other banks, $640 more 
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of new deposits will have been created in the system; and this process 
can be repeated again and again. If and when it reaches its limit, the orig- 
inal $1,000 in new cash will have enabled the banks as a group to expand 
deposits to $5,000. When that point is reached, all the $1,000 in cash 
will be on deposit with the Federal Reserve banks to provide the neces- 
sary 20 per cent reserve against the $5,000 of new deposits. 

However, $5,000 is not the maximum amount of demand deposits that 
our banking system can create on the basis of $1,000 new cash, if that 
cash is acquired in the form of gold. When the member banks deposit 
the gold in the Federal Reserve banks,® the F-ederal Reserve banks are 
required to turn it over to the Treasury in return for gold certificates. 
The certificates constitute reserves for the reserve banks themselves, but 
these banks are required by law to keep reserves of only 25 per cent 
against their own deposits. Against $1,000 in deposits they need hold 
only $250 in gold certificates. 

The Federal Reserve bank statement then reads, so far as this one 
transaction is concerned, as follows: 

Cash (gold certificates) $1,000 Deposits $1,000 

We may state the same situation in another way: 

Necessary reserves $250 Deposits $1,000 

Excess reserves 750 

The Federal Reser\^e bank now has $750 in excess reserves in the form 
of gold certificates. These can be the basis of further credit expansion 
in either of bvo ways. First, the reserve bank can use them as the 
25 per cent reserve it must hold against notes, and with the addition of 
75 per cent of commercial paper or government bonds, they can be 
used to issue $3,000 in Federal Reserve notes ($750 divided by 25 
per cent). Second, member banks can borrow from the Federal Reserve 
banks to increase legal reserves, that is, their deposits in the reserve 

banks. 

The process of bank borrowing is as follows: If a member bank wishes 
to borrow from the Federal Reserve bank to increase the amount of 
actual cash for its everyday business, the Federal Reserve bank will 
rediscount the commercial paper that is presented to it. In such a case 
under the assumptions mentioned above, the Federal Reserve bank can 

5 They are required by law either to deposit it or to exchange it for some other form 

of money. 
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rediscount a sufficient amount of commercial paper to equal $3,000 if 
the borrowing bank demands cash, and this amount will be paid to the 
member banks in Federal Reser\'e notes. 

Suppose, however, the bank wishes to exercise its other alternative, 
namely, to increase its deposits with the Federal Reserve bank. In this 
case the Federal Reserv^e bank can lend $3,000 as before, but in the form 
of a deposit credit rather than Federal Reserve notes. The member bank 
can then use the deposit so created as a reserve for further extension of 
Its own deposit credit to businessmen. 

Suppose the member bank should extend new loans in the form of 
deposit credit, equal in amount to the new reserve. When these loan- 
created deposits were checked out and the checks deposited in other 
banks, these other banks would have new deposits of $3,000. If we 
assume as before an average legal reserve ratio of 20 per cent for member 
banks, eventually, by the process already described, the banks as a whole 
could create additional deposits equal to five times $3,000, or $15,000. 
Thus, with an original increment of $1,000 in new cash, the banking 
system may theoretically expand its demand deposits to $20,000; that 
is, before the member banks have exhausted their own reserves, they 
can expand deposits to $5,000, and then on the strength of the deposit 
of their $1,000 of reserves in the Federal Reserve banks, these latter banks 
can create deposits in favor of the member banks of $3,000, which in turn 
they can use to expand their own deposits to the extent of $15,000 more. 
In other words, if we assume an average legal reserve ratio of 20 per cent, 
member banks by depositing their reserves with the Federal Reserve 
bank can expand their own deposits by five times tlieir reserves. Further- 
rnore, if they borrow from the Federal Reserve bank, they can increase 
their reserves to four times tlie actual cash that they deposit \vith the 
Federal Reserve bank. 

Perhaps Table 2 will help students to understand the process by which 
a system of banks can expand an original cash deposit of $1,000 in one 
hank into an amount several times as great for the system as a whole. 
Again we assume a 20 per cent reserve ratio. Further, to simplify the 
situation, we shall make several other assumptions: (1) the banks make 
no use of Federal Reserve credit, (2) each bank is able and willing to 
lend the maximum amount which the 20 per cent reserve requirement 
permits, (3) the entire amount that the first bank lends is diecked out 
and deposited in a second bank, what the second bank lends is deposited 
In a third bank, and so on. If one examines the table, it is obxious that 
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if this process were carried far enough, the sums involved would become 
very small, and approximately $5,000 in deposits would have been 
created by the original $1,000 in cash. In our illustration we have used 
ten Ijanks just to show the trend. 


Table 2 



Additional 

deposits 

(100%) 

Additional 

loans 

(80%) 

Additional 

resenes 

(20%) 

First bank 

$1,000.00 

$ 800.00 

$ 200.00 

Second bank 

800.00 1 

640.00 

160.00 

Third bank 

640.00 

512.00 

128.00 

Fourth bank 

512.00 

409.60 

102.40 

Fifth bank 

409.60 

327.68 

81.92 

Sixth bank 

327.68 

262.14 

1 

65.53 

Seventh bank 

1 

262.14 

209.71 

52.42 

Eighth bank 

209.71 

167.77 

41.94 

Ninth bank 

167.77 

134.21 

33.55 

Tenth bank 

134.21 

107.37 

26.84 

Totals, first 10 banks. 

$4,463.12 

$3,570.50 

$ 892.62 

Other banks in turn. 

536.88 

429.50 

107.38 

Total, all banks 

$5,000.00 

$4,000.00 

$1,000.00 


A formula will permit the student to compute quickly the expansion 
that theoretically can take place. Let D equal the amount of deposits 
after the expansion takes place, C the amount of new money deposited 
in the banking system, and R the reserve ratio. Then 



Thus, if the new money deposited is $1,000 and the reserve ratio is 
20 per cent, the resulting total volume of deposits is 


1,000 

20 % 


or 


1,000 


20D = 100,000 
D = $5,000 
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The amount of expansion in loans is given by the formula 



where C and R have the same meaning as in the deposit expansion 
formula. Thus, 

$1,000 - ($1,000 X 20%) 

20 % 



800 

20 % 


$4,000 


We should note one important qualification of the above explanation 
of bank-deposit expansion. Actually, our illustrations considerably ex- 
aggerate the extent to which the banking system can expand on the basis 
of a given amount of surplus reserves. For the sake of simplicity we 
neglected to take into account the fact that, as people hold larger average 
bank deposits, they are almost certain to draw out and keep out larger 
amounts of paper money and coin. This fact, however, does not affect 
the power of the Federal Reserve banks to lend to the member banks, 
but it does reduce the power of the member banks as a group to expand 
their own deposits on the basis of such loans. 

Let us suppose, for example, that the Federal Reser\^e banks have 
$1,000,000 of excess reserve in gold certificates. On the basis of this 
reserve they can lend member banks $4,000,000 if the latter have ade- 
quate commercial paper or government bonds for security. If the member 
banks take the loans in the form of deposits in the reserve banks, atui 
if as a group thexj can continue to hold them in that /orm, they can then 
expand their own loans and deposits by as much as $20,000,000. However, 
as soon as bank deposits begin to expand, there will be an increased 
demand by the public for pocket money. To meet such a demand the 
member banks must then draw out some of their Federal Reserve de- 
posits in the form of Federal Reserve notes; and this of course reduces 
their new reserves of $4,000,000 and also their power to expand loans 
and deposits further. 

It is impossible to determine in advance just how much a given 
increase in bank deposits will increase tlie demand for Federal Reserve 
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notes for hand-to-hand circulation. There is no question, however, that 
an increasing demand for cash is an important factor in hmiting the 
maximum amount by which the banking system can expand loans and 
deposits. In the case assumed, this factor might well reduce the possible 
expansion 50 per cent or more; that is, instead of the banking system 
being able to expand loans and deposits by $20,000,000 on the basis of 
$1,000,000 in excess reserves in the Federal Reserve banks, it might 
actually be able to expand them by no more than $10,000,000. 

Summary 

The purpose of this chapter has been to describe the commercial banking 
system and the way in which it creates both bank deposits and pocket money. 
Emphasis was placed on the Federal Reserve System, the provisions that give 
elasticity to Federal Reserve notes, and the relations of member banks to the 
Federal Reserve banks. Finally, the process by which the member banks as a 
group can expand their deposits by increasing their loans and investments was 
explained in some detail. 


Study Questions 

4 

1. What are commercial banks? Are there any other kinds of banks? 

2. What is the principal reason for introducing a chapter on the commercial 
banking system at this point in our text? 

3. What is meant by hank reservea? Why is it unnecessary for reserves to 
be as large as deposits? 

4. The text emphasizes two changes tliat the Federal Reserve Act of 1913 
brought about in our banking system. Explain each of tliem. 

5. Describe the general structure of the Federal Reserve System. 

6. What are the legal reserve requirements for member banks? 

7. What are tlie present legal reserve requirements for Federal Reserve 
banks? 

8. Why do the Federal Reserve banks ordinarily carry reserves considerably 
above the legal minimum? 

9. What great need was met by providing for the issue of Federal Reserve 
notes? 
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10. What must tlie reser\-^ banks do in order to create additional Federal 
Reser>'e notes? 

11. The authors of the Federal Reser\^e Act intended Federal Reserve notes 
to be ehistic in a special sense, but tlieir expectations were disappointed. 

Explain. 

12. Aside from gold certificates, what is now the principal collateral behind 
Federal Reserx'e notes? 

13. Explain simply how a bank can create a new deposit (a) by making a 
loan to a businessman and (h) by buying government bonds. 

14. Why is it that a single bank with $1,000 of excess reserve cannot safely 
lend much more than this amount, even if it makes the loan in the form 
of a deposit credit? 


Exercise.s 

■ 1. Suppose that a hoard of $10,000 in gold certificates is discovered and 
deposited in a member bank. Assume that the legal reserve ratio against 
deposits is 20 per cent. 

a. On the basis of this deposit and without borrowing from a Federal 
Reserve bank, how much can this member bank safely lend in the form of 
deposit credits? 

h. Again assuming no borrowing from a Federal Reserve bank, how much 
will the member banks as a group be able to extend their loans and deposits? 
(Assume an active demand for loans.) 

c. The bank receiving the $10,000 in gold certificates is required by law to 
deposit them in a Federal Reserve bank. How mucli of tlie gold certificates 
must the Federal Reseiwe bank keep as reserve against this deposit? 

d. How much will it be able to increase its loans to member banks in the 
form of deposit credits? 

e. How much can it increase its loans in the form of Federal Reser\'e notes? 

2. If the legal reseiwe ratio for member banks is 20 per cent, it is possible 
under certain circumstances for every dollar in surplus rcser\'es (gold cer- 
tificates) held by a Federal Reserve bank to support an increase of $20 in the 
deposits of the member banks as a group. 

Show that this is theoretically possible. 

h. Would it be possible if, as bank deixxsils increased, the public withdrew 
more Federal Reserve notes from the baiiks in order to cany larger amounts 
of liocket money? 
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c. If tlie member banks v/ere required to maintain a 30 per cent instead of 
a 20 per cent reserve, how much deposit credit could the banking system 
create for every dollar of surplus reser\'e in a reserve bank? (Assume that the 
public does not increase its holdings of pocket money.) 

3. A member bank that is required to maintain a 14 per cent legal reserve 
has customer deposits of $50,000. 

a. How much reser\^e must be maintained \Wth the Federal Reserve bank? 

b. How much reser\'e must the Federal Reserve bank maintain on the basis 
of this deposit by the member bank? 

4. In our analysis we have assumed, for the sake of simplicity, that, when 
people borrow from a bank and receive the loan in the form of a deposit 
credit, they at once check out the entire amount of the deposit so created. 
This is not strictly true. A bank that is constantly creating deposits by lending 
will always have some of these deposits on its books. Such loan-created deposits 
are called derivative deposits^ while those created by the receipt of cash are 
called primary deposits. 

Suppose a bank must keep a reserve ratio of 20 per cent. If all loan-created 
deposits are checked out at once, how much can it expand loans on the basis of 
new cash deposits of $100,000? On the basis of these same cash deposits could 
it expand loans by a greater amount if its derivative deposits were always 
about 25 per cent of its loans outstanding? Why or why not? 

5. On July 31, 1946, the Federal Reser\^e banks held $18,105,481,000 of 
gold certificates. Federal Resen'e notes outstanding were $24,244,229,000; 
total reserve bank deposits were $17,905,819,000. 

a. What was the actual ratio of reserves to notes and deposits combined? 

b. How much in gold certificates did the reserve banks hold over and 
above what was necessary to meet their legal reser\'e requirements? 
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7. The Purchasing Power of 



Thus far we have been concerned with money as a medium of exchange 
and a measure of value, and we have assumed that its principal efiFect on 
our economy is to facilitate exchange. We can easily determine, however, 
that money is not a very good measure of value from one year to another, 
and that at times changes in its value have seriously disrupted business 

relationships. 

A change in the value of money means an increase or decrease in its 
power to purchase goods. When such a change occurs, money becomes 
something more than merely a medium of exchange or a measuring rod 
for the value of goods. It becomes an active economic force which brings 
gains to some and losses to others, and which exerts important effects on 

the rate of business activity. 

Changes in the value of money create two problems; (1) How shall 
we measure such changes? That is, how can we express the relationship 
between the value of money and the prices of commodities? (2) Even 
more important, just what effects do changes in the value of money have 
upon the economic system, and how do these effects come about? 

The value of money. At this point we should recall the definitions of 
value and price which already have been given. Value was defined as 
the power of one good to exchange itself for another. Price is the value 
of goods in terms of money. If goods are valued in terms of money and 
if the value of money varies, how can its value be measured? Obviously, 
such value cannot be determined by comparing money with some one 
good, for this good may vary in value; consequently, the relationship 
established will not be significant. Moreover, it will do no good to try 
to value money in terms of itself. The only method, then, that can be 
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employed to determine the value of money is to measure its purchasing 

power in terms of economic goods in general. There is, however, no 

entirely satisfactory’ wav of measuring the absolute value of money, that 
0 * • 

is, of measuring the physical quantity of goods in general that money 
will buy. However, insofar as we can get adequate price statistics, it is 
not difficult to measure changes in the value of money. This is accom- 
plished by comparing the axerage prices of the goods and seiAuces 
selected as a sample in one period with those in another. 

Suppose tliat in a given year $1,000 will buy all the goods and services 
that a certain family is accustomed to consume. Suppose, further, that 
in some later year it requires $2,000 to buy the same, goods in the same 
quanHties. In this situation it is clear that (1) average prices, or the 
general price level as indicated by our sample, must have doubled; and 
(2) the value of money must have fallen by one-half, since it takes twice 
as much money as before to buy the same goods. We see, then, that the 
ratio of prices to the value of money is an inverse one. In other words, 
when prices go up, the value of money goes down, and vice versa. 

How THE Value of Money Is Determined 

Before attempting to analyze the forces that determine the value of 
money, it is necessary to fix in mind certain basic relationships between 
money and goods. It is clear that, if all trade is carried on in terms of 
money, the money spent in a given period of time must be equal to the 
money value of the goods and ser\'ices exchanged. Suppose that in a 
certain community all money is spent once and only once a year, and 
that in a certain year there was $1,000,000 in circulation. Suppose, 
further, that 1,000,000 units of goods were exchanged. Then the total 
value of the goods exchanged must have been $1,000,000 and the average 
value of each unit $1. Suppose that the next year the amount of money 
in circulation increased to $2,000,000 while the amount of goods remained 
constant. It follows that the money value of all goods exchanged must 
have risen to $2,000,000 and the average value of each unit to $2. In 
other words, if the total amount of money spent increases, while the 
quantity of goods exchanged remains constant, the price level must rise. 
The contrary proposition is equally true. If the amount of money spent 
decreases, while the quantity of goods stays the same, the price level 
must fall. 
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Equation of exchange. In the paragraph above, for the sake of 
simplicity, we assumed not only a constant quantity of goods, but also 
that each dollar was used only once in a given year. Actually, however, 
the same dollar may be used over again a number of times. If on an 
average each dollar is used five times in a year, it is clear that at any 
given price level it can exchange five times the quantity of goods that 
it could if used only once. For example, the $1,000,000 mentioned above 
could do as much work as $5,000,000 used only once. We call the average 
number of times that a dollar is used each year the velocity of money. 

If we include velocity, we find that there are four major factors involved 
in the relationship between money and prices: (1) the price level itself, 
(2) the physical quantity of goods and services exchanged for money in 
a given period, (3) the average amount of money in circulation, including 
both pocket money and demand bank deposits, and (4) the velocity, or 
average rate of turnover of the money. It is possible to express the 
relationships among these four factors in a simple mathematical formula 
known as the equation of exchange. 

In order to simplify our exposition, and also because we have not yet 
explained just how the general price level is measured, let us assume 
that all goods and services that are exchanged can be divided into a 
large number of like units. On this assumption, the price level will be 
represented by the price of our imaginary goods unit.^ 

We are now ready to construct the equation of exchange. We shall let 

P = the price of a goods unit, or the price level 
T = the number of goods units, or the physical volume of trade 
M = the quantity of money in circulation, including both pocket money 
and demand deposits 

V = the velocity or average rate of turnover of money. 

The equation of exchange can now be expressed in the form: 

PT = AfV 

This simply means that the price of each goods unit, multiplied by the 
number of units exchanged, equals the money in circulation, multiplied 

1 The only way in which it is possible to conceive of dividing the total physical 
volume of trade into a number of like units is to think of a composite commodity. 
Each unit of this commodity would be made up of a very small amount of every 
material good and service entering into trade. 
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bv the averace number of times each unit of money is used. The equation, 
of course, refers to a given economic system and a given period of time. 
PT (price times units of goods traded) is one way of e.xpressing the total 
money value of goods sold. A/V (money in circulation multiplied by the 
average times each unit is spent) is another way of expressing the same 
thing. Therefore, the equation of exchange is often called a truism, since 
in effect it simply savs that the tno7iey value of goods sold ecfuals the 
money value of goods sold. 

The equation of exchange is a truism only on the assumption that all 
goods sold are paid for with money. It does not take account of barter 
transactions; nor of credit transactions, unless the latter are settled by 
cash or check before the end of the period to which the equation refers. 
The fact that the equation of exchange does not take account of barter 
is not very important, since there is relatively little barter in a modern 
economy. The fact that it does not take account of credit transactions is 
a more serious limitation. It is not, however, so important a limitation as 
it might at first seem. Credit transactions, if the credit is good, are 
ultimately settled by cash or check; and although some transactions made 
this year will not be paid for until next, these tend to be offset by 
transactions entered into last year and paid for this year. 

Since one side of the equation of exchange must always equal the 
other, if any factor in the equation changes, this variation must be offset 
by a change in one or more of the other factors. The equation, however, 
tells us nothing as to which of the other factors will change or how much. 
We only know that the changes that occur must be such as to keep the 
two sides of the equation equal. 

Let us suppose, for example, that P — $10, T = 500,000 goods units, 
M = $1,000,000, and V = 5. Then PT = MV becomes $10 X 500,000 
= $1,000,000 X 5, or $5,000,000 = $5,000,000.- Now let us suppose that 
the government prints more money, so that M increases to $2,000,000. 
Some change must now take place in the other factors. However, the 
equation itself does not tell us which factors will change. It may be that 
P will become $20, T 1,000,000 units, or V 214. Any one of these changes 
would satisfy the equation. Another possibility is that some change will 
take place in all these factors. To make any valid judgment as to what 
is likely to happen as the result of a change in the quantiW of money, 
we must go behind the equation itself and study in the real economic 
world the factors represented in the ecpiation. 
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The usefulness of the equation of exchange results simply from the 
fact that it groups together in a convenient way certain closely con- 
nected economic factors and helps us to study the relationships among 
these factors without becoming hopelessly confused. 

Sometimes the equation of exchange is expressed in terms of six 
factors. In this case M stands for paper and coin only, while demand 
bank deposits are represented by A/'. V is the velocity of paper and coin, 
V' the velocity of bank deposits. The equation can then be written 

PT = MV + M'V' 

This means that the average price of a goods unit times the number of 
units exchanged equals the amount of pocket money in circulation times 
its velocity, plus the amount of demand bank deposits times their ve- 
locity. 

This formulation of the equation of exchange was much more significant 
in the past than it is today. Under the old gold standard, and especially 
before the establishment of the Federal Reserve System, the volume of 
demand deposits {M') which the banks could create depended largely 
on the amounts of cash (M) available for general circulation and for bank 
reserves. It seemed desirable, therefore, to separate the key factor M 
from the dependent factor M\ However, it is no longer true that the 
volume of bank deposits is controlled by the volume of paper money 
and coin. The reserves of member banks now consist, not of coin and 
government paper, but of deposits in the Federal Reserve banks; and 
the amount of demand deposits that the member banks can create 
depends very largely on Federal Reserve policy and government fiscal 

policy. 

Under present conditions, therefore, once a given amount of bank 
deposits is created, the amount of pocket money in circulation depends 
almost wholly on the wishes of the public. If people choose to withdraw 
a large portion of their deposits in cash, the Federal Reserve banks 
create the necessary cash in the form of Federal Reserve notes, and as 
a result M increases while M' decreases. On the other hand, if people 
prefer deposits and take their cash to tlie banks. Federal Reserve notes 
are withdrawn from circulation. M' then increases and M decreases. 
Since M and M' both represent immediate purchasing power in terms 
of money and since people can hold their money in either form they 
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choose, for our puqioses there is not much reason for drawing a 
distinction betweeii tliein in tin* equation of exchange. 

The quantity theory. The quantity’ theor\’ in its various forms is the 
oldest and most inHuential of the theories that attempt to explain how 
the value of money is determined. According to Professor Chandler, 
crude statements of it are found at least as far back as Roman times.” 
Xot, however, until close to the end of the eighteenth century did it 
receive clear formulations somewhat resembling those held by quantity 
theorists todav. 

In ancient times and in the Middle Ages, money meant specie, 
principally gold and silver coins. In its early forms the quantity theory 
was the belief that the price level or the value of money depended on the 
relation between the amount of specie in circulation and the amount of 
goods available for purchase. Frequently, however, the amount of goods 
was assumed to be constant. Changes in the amount of money then 
became the only tiling that mattered. This reduced the quantity theor)' 
to its crudest form, namely, the belief that the value of money varied 
inversely with its quantity. This meant, for example, that if the amount 
of money in circulation doubled, the value of each unit of specie would 
automatically be cut in half; if the amount of money was cut in half, the 
value of each unit would double. As time went on, however, the quantity 
theory was refined. By the end of the eighteenth century, Hume and 
others had submitted formulations that took into account all four factors 
represented in what we now call the equation of exchange. 

In its modern form the quantity theory is still an explanation of the 
relation between the quantity of money and tlie price level, but it is an 
explanation that makes full allowance for the possible eflPect of changes 
in velocity and in the volume of trade. As Chandler puts it, “No com- 
petent economist since tlie time of Hume has believed that there is anv 
fixed and automatic relationship between the quantity and the value 
of money.” •'* All have recognized that changes in the quantity of money 
affect the price level only by affecting total money expenditures and the 
money demand for goods. They have also recognized that changes in 
money expenditures and the price level are not necessarily proportional 
to changes in the quantity of money. This is partly because the physical 

Chandlkh, Lester V., **An Introduction to Monetary Theor>',” Harper & Bn^thers, 

New York, 1940, p. 21. 

** Ihid., p. 22. 
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quantities of goods available in the market may change, but it is even 
more because of possible changes in the velocity of the circulation of 
money. 

Let us examine by means of an illustration the process by which a 
change in the amount of money affects the price level. We will suppose 
that the government, to finance relief payments or war expenditures, 
sells great quantities of bonds to the banks. As a result, sufiScient bank 
deposits are created to double the amount of money (M) in circulation. 

At first the new money will be held by the government in the form 
of deposits in various banks. Gradually, however, as the government 
pays its expenses these deposits will be transferred to the public and 
will be widely scattered. People then, on an average, will hold twice as 
much money as they did before. Human nature being what it is, they 
will then increase their expenditures. However, it is unlikely in the short 
run, as we know from past experience, that their expenditures will in- 
crease in proportion to the increase in their stocks of money. Therefore, 
since expenditures are not increased to the full amount of the increase 
in money, the average dollar will not be used quite so often as before, 
and this means that velocity (V) will decline somewhat. Nevertheless, 
since there is some increase in total expenditures, the money demand 
for goods and the price level (P) will rise. However, prices will not 
double. This is partly because expenditures have not doubled and partly 
because, as prices begin to rise in response to an increased demand for 
goods, production is stimulated. There is then an increase in the physical 
volume of trade (T); and this tends to check the price rise. 

We see, then, that the net result of the doubling of M in our illustra- 
tion above was to cause some variations in all three of the other members 
of the equation of exchange. These variations, taken together, were of 
the kind and amoimt necessary to keep the two sides of the equation 
equal. On the right-hand side M doubled but V decreased somewhat, 
so that although MV was greater, it did not double. On the left-hand 
side of the equation both P and T increased, but only enough between 
them to keep FT equal to MV. 

Few modem economists would deny the general validity of the above 
analysis as applied to the short mn, and in this case the short mn might 
cover several years. Many, however, would insist that in the long run, 
if the amount of money in circulation is changed, the principal effect 

will be on the price level. 
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In support ot this point of \ io\v, it is argued tliat in the long run the 
physical volume of goods, and tlic velocity of circulation of money, are 
largely independent of the quantity* of mone\'. They may be affected 
temporarily by changes in the quantit\^ of money, but eventually they 
tend to return to their nonnal level. This normal level in the case of 
velocitv is determined bv established methods of doing business and by 
such factors as transportation, communication, and other facilities for 
making pa>Tnents. In the case of the physical quantity of goods, it is 
maintained that the nonnal level is determined by the stage of tech- 
nological development and by available supplies of labor, capital goods, 
and natural resources. Since, then, both the velocity of money and the 
physical quantity' of goods are in the long run determined independently 
by other factors, it follows, according to this point of view, that the 
ultimate effect of a change in the quantity of money will be felt almost 
entirely in a change in the price level. 

Whether or not we accept the above argument completely, we are 
safe in assuming that there is a significant relationship between the 
quantity of money and its -value. In the long run tlie value of money, 
like that of anything else, tends to decrease as its quantity increases. 

Sometimes, however, we are not especially interested in the long run. 
As one economist has said, in the long run we are all dead. Many of our 
most serious economic problems, like high unemployment in times of 
depression, grow out of short-run maladjustments. 

In the short run, as has been pointed out, the exact relationship 
between the quantity of money and the price level is rather uncertain 
because considerable changes can take place in velocity and the physical 
volume of trade. Further, not all economists would agree as to the usual 
sequence of cause and effect. In the illustration given above, the increase 
in the quantity of money was brought about by government fiscal policy. 
Any change in prices must therefore have been a result, not % cause, of 
the increased money supply. In some cases, however, it is conceivable 
that a rise in prices might precede and then bring about an increase in 
the supply of money. 

Suppose, for example, that the countiy is nearing the end of a period 
of depression. Prices and wages are low, but they refuse to drop further. 
Gradually more and more businessmen decide that it is a good time, 
because costs are low, to expand plant and equipment with an eye to 
future needs. At first they are able to finance this expansion out of large 
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idle bank balances. However, the new demand for labor and materials, 
and the increased expenditures that workers can now make, will tend to 
raise prices. This increase in prices will encourage businessmen to 
expand further and to borrow funds from the banks; and the expansion 
of bank loans will then create new money in the form of bank deposits. 
In this case it is clear that a price rise stimulated by business expansion 
was one of the causes of an increase in the quantity of money. 

However, even in a case like the one above, to debate whether the rise 
in prices caused the increase in money or vice versa is a good deal like 
arguing which came first, the hen or the egg. In periods of business 
expansion prices and bank deposits both rise, and there is little doubt 
that there is a mutual interaction of cause and effect. A rise in prices 
stimulates the expansion of bank loans and deposits, and the expansion 
of deposits gives further impetus to the rise in prices. Whether this 
process of expansion starts with prices or with money need not concern 
us too much. Of one thing we can be pretty sure. Even in the short run 
a rise in the price level cannot go very far unless there is some way of 
creating additional money to support it. 

Enough has been said relative to the relationship of money and prices 
to make clear the fact that changes in the quantity of money cause 
changes in price relationships. These changes must be taken into account 
by the businessman and are one of the factors over which he may be able 
to exert little control. It is of the utmost importance, therefore, not 
only that he understand the implications of the quantity theory, but that 
he use the measures that are available to him to determine what effect 
changes in the quantity of money are having on the prices of the prod- 
ucts that he buys and sells. It is, therefore, necessary to explain how the 
businessman can measure changes in the price level. 


Measuring Changes in the Price Level 

Since tlie value of money is its purchasing power, its value changes 
whenever the average price of goods rises or falls. Consequently we may 
compare the value of money at different times by determining what 
changes have taken place in the price level. Shortly we shall explain the 
relation between the price level and the purchasing power of money. 
Meanwhile we shall proceed to a study of the methods used to measure 
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changes in the price level. This information, in turn, will enable us to 
measure changes in the purchasing power of money. 

Index numbers. Price index numbers are percentages that express 
changes in the price level from one time to another. Thus, if the index 
in one vear is 85 and in another it is 110, prices have increased between 
these txvo periods. However, it is ob\'ious that the numbers 85 and 110 
must be related to some common base, for otherwise how were the 85 
and 110 obtained? The method used is to express the price level of a 
certain base year as 100 and then to compare the price level in other 
Years with this base. The index 85, then, means that the price level in 
that year was only 85 per cent of the price level in the base year; whereas 
an index of 110 means that prices were higher than those of the base 

year by 10 per cent. 

Index numbers may be used for other purposes than to express changes 
in the price level. They may, for example, indicate the number of car- 
loadings, the amount of construction, or the general level of industrial 
activity. In this discussion, however, we are interested only in the kind 
of index number that shows changes in the general price level. 

Index numbers of the general price level may be constructed by a 
variety of methods; but to simplify our exposition, we shall consider only 
one, namely, that which employs weighted price aggregates. This is the 
method adopted by the Bureau of Labor Statistics, whose price indexes 
are more widely used than any others. 

Method of weighted aggregates. To employ this method we must 
have two kinds of information: (1) the average price of each commodit>^ 
in each year for which we wish to find an index and (2) the quantity of 
each commodity sold in some one selected or base year. For every year 
we then multiply the price of each commodity by the quantity sold in 
the base year, and add the products so obtained. This gives us the 
weighted price aggregate, or sum, for each year. The quantities sold we 
call the weights. The effect of multiplying the prices of commodities by 
the quantities sold is to make commodities count in the price aggregate 
somewhat in proportion to their economic importance. However, we 
must use the same quantities for eveiy year, because we want tlie aggre- 
gates to show only changes in price. Having selected one year as the 
base, we call the price index for that year 100, To obtain the price 
indexes for the other years, all that is necessary is to express their 
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weighted price aggregates as percentages of the weighted price aggregate 
for the base year. 

Table 3 illustrates the calculation of index numbers by the use of 
weighted price aggregates. Ideally, in calculating an index number, all 
commodities in the market should be included. The Bureau of Labor 
Statistics index is based on over 800. However, we are interested only 
in the method, and to simplify our problem we have reduced the number 
of commodities to five. 

Table Index Numbers of Trices— W eight ed Aggregates Method 


Commodity 

Price per 
unit in 

the base 
year 1938 

Quantity 
sold in 

base year 1938 
(000 omitted) 

1 

Total value 

commodities 
in base year 
1938 

Price per 
unit in 

1942 

Total value 

commodities 

in 1942 

Wheat per bu 

Butter per lb 

Gjal per ton 

Cotton per lb 

Beef per lb 

Weighted aggregate.... 
Divide by base year. . . . 
Index number 

$0.70 

0.35 

2.00 

0.15 

0.25 

400.000 

70.000 

20.000 

800.000 
600.000 

$280,000 

24,500 

40,000 

120,000 

150,000 

$614,500 

614,500 

100 

$1.00 

0.40 

2.25 

0.20 

0.30 

$400,000 

28,000 

45,000 

160,000 

180,000 

$813,000 

614,500 

132 


The data presented in the table show that the price level increased by 
32 per cent between 1938 and 1942 and that the prices of all commodities 
used increased. This may not always be the case. In fact, when individual 
prices are compared from year to year, some may be found to increase 
and others to decrease. Moreover, even when all prices increase, the rate 
of increase for some commodities is much greater than for others. In the 
example, for instance, wheat increased by 43 per cent, butter by only 
14 per cent, coal by 12% P®r cent, and so on. Since we are interested in 
the price level changes rather than in the changes in any particular 
commodity, for our purposes the index 132 is significant for the year 

1942. 

The rise in the price level indicates that commodities rose in value 
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when compared witlr money; that is, in this period the value of money 
declined, for it required onl>' $614,500 in 1938 to purchase a quantity of 
goods sold for $813,000 in 1942. 

Purchasing power of money. We are concerned with the problem of 
measuring changes in the purchasing power of money, but the index 
numbers show changes only in the general price level. How then can 
index numbers be translated into purchasing power? Since the value of 
money varies inversely with prices, the purchasing power of money 
declines as prices rise. Stated more precisely, the purchasing power of 
money is the reciprocal of the price index. Thus, if the index is 100 per 
cent or 100/100 the reciprocal is 100/100 or 100 per cent. However, if 
the index is 125 or 125/100 the purchasing power is 100/125 or 80 per 
cent. The Bureau of Labor Statistics index of prices shows that, based 
on 1926, the average wholesale commodity price index in 1913 was 69.8 
and the purchasing power of money 143.3. In 1920 the price index was 
154.4 and the purchasing power of money 64.8; in 1939 these numbers 
were 77,1 and 129.7, respectively; in late 1947 they were approximately 
158 and 63.3. ' 

Effects of Changes in the Value of Money 

Since changes in prices mean changes in the purchasing power of the 
dollar, persons who are bound by long-term contracts stand to gain or 
lose by changes in prices. Thus, the faimer who purchases his farm 
subject to a mortgage when the price of wheat is $2 per bushel finds it 
difficult to make his required payments if the price of wheat falls to 
50 cents per bushel. Persons whose money incomes are relatively stable 
are also greatly affected by price changes. The white-collar worker, 
whose wage or salary does not fluctuate much from year to year, finds 
that every increase in prices lowers the purchasing power of his money 
income, and every decrease in prices increases it. On the other hand, 
those whose incomes vary with changes in prices, such as entrepreneurs 
and speculators, may profit greatly by an increase in prices. They are 
generally able to charge higher prices for their products or ser\4ces, and 
costs do not increase so rapidly as prices. As a result, each dollar received 
more than compensates them for the reduction in purchasing powvr. 
However, these same groups often suffer greatly in periods during which 
prices are declining; for prices often decrease more rapidly than costs, 
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and thus the loss in total dollars more than offsets the increase in 
purchasing power. 

General price level and individual prices. There are two basic causes 
for the disturbances and losses caused by a change in the general price 
level. One, which we have already noted, is the existence of long-term 
contracts, especially debt contracts. The second is the fact that some 
prices are rigid and resist change more than others. This means that, 
when the general price level rises or falls, these rigid prices do not 
change in proportion. The prices of many goods in our economy are 
determined in highly competitive markets and are very flexible; the prices 
of other goods, however, are controlled by monopolies or the government 
and respond slowly if at all to changes in demand; others, again, are 
more or less fixed by custom. Because of these differences, any change 
in the general price level is accompanied by irregular movements of 
individual prices. This causes the whole system of price relations to be 
dismpted, with resulting loss or gain to various groups. We have pointed 
out, for example, that a rise in prices is likely to injure the white-collar 
worker. He is injured, however, not just because prices rise. The real 
trouble is that his salary, which is the price of his labor and is inflexible, 

does not rise so much as prices in general. 

Business activity and the rate of spending. Up to this point we have 
emphasized the relation between money and prices, so much so perhaps 
as to give readers the impression that monetary factors disturb our 
economy solely because they disturb prices. This is by no means true. 
To be sure, where there are free and competitive markets any substan- 
tial change in money expenditures will quickly have an effect on prices. 
However, if prices were so rigid that they did not respond at all to 
changes in the money demand for goods, instead of the economic effects 
of monetary disturbances being decreased they would be even greater. 

To illustrate, let us suppose that the people of a country spend 100 
billion dollars for goods and services in a certain year. In the following 
year, however, a wave of caution sweeps over them, and they are willing 
to spend only 90 billion dollars. If prices are flexible and drop 10 per cent 
in response to the decline in expenditures, people can still buy as much 
goods as before, and production and employment will be maintained. 
If, however, prices are rigid and do not decline, 90 billion dollars will 
buy only 90 per cent as much goods as 100 billion bought the preceding 
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year. As a result there will be a sharp drop in production and employ- 
ment. 

It is clear, therefore, that changes in the rate of spending {MV in the 
equation of exchange) affect business activity in two ways: (1) by 
directly increasing or decreasing the quantity of goods sold and (2) by 
bringing about price changes. 

Some economists believe that the difficulties and losses that arise from 
changes in the quantity and velocity of money are entirely imnecessaiT. 
They are convinced that our monetar>' system could be so managed that 
it would be a stabilizing factor in our economy. Many of these adv ocates 
of monetary management propose stabilization of the price kwel as an 
immediate goal. They believe that if we could not entirely prevent 
fluctuations in the price lev'el we could at least greatly reduce them. 
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price level; however, they also disturb it by their direct influence on the volume 
of trade, production, and employment. In either case they increase business 
risks and bring unwarranted losses or gains to many. A demand has arisen, 
therefore, for the establishment of monetary controls, one of the objects of 
which would be to stabilize the price level. 

At this point it is of most importance to understand that the quantity of 
money, the velocity of money, and the volume of trade all affect the price level; 
and that the price level in turn has important effects on business relationships. 

Study Questions 

1. What is meant by the value of money? 

2. What is meant by the expression “general price level”? 

3. What is the relationship behveen the general price level and the value 
of money? 

4. What are the four major factors involved in the relationship between 
money and prices? 

5. State the equation of exchange and tell the meaning of each symbol. 

6. Why is the equation of exchange often called a truism? 

7. Does the equation of exchange enable us to tell how much a given change 
in the quantity of money will affect the price level? Why or why not? 

8. What is tlie real value of the equation of exchange? 

9. State the equation of exchange in six terms, and tell what each means. 

10. What is the quantity theory of money? Is it the same thing as the equation 
of exchange? 

11. With the aid of the equation of exchange, trace the probable effects of 
doubling the quantity of money. 

12. Would these effects be the same in the long run as in the short run? 
Explain. 

13. Do changes in the quantity of money cause changes in the price level, 
or vice versa? Explain. 

14. What are price index numbers? 

15. Why are price index numbers sometimes called price relatives? 
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16. What relationship exists between a price index number and the pur- 
chasing power of money? 

17. How is a rising price level likely to affect each of the following? 

a. People who owe long-term debts, like a mortgage on a farm. 

b. People whose money incomes are relatively fixed. 

c. Businessmen whose incomes arise from the sale of goods. 

d. The general level of employment and production. 

Exercises 

1. Suppose that the total amount of money in circulation is $1,000,000 and 
that its average yearly velocity is 20. If the total trade in “goods units’* is 

5.000. 000, what is the average price of a goods unit? 

2. Suppose that the number of goods units increases to 10,000,000 and all 
other factors remain the same. What is the average price of a goods unit? 

3. Suppose that in a certain year M = $25,000,000, V = 4, and T = 

5.000. 000 goods units. The following year Af = $50,000,000, V = 3, and 
T = 6,000,000 goods units. 

a. What was the original price of a goods unit? 

b. What is the new price? 

c. Why did the price of a goods unit not double when the quantity of 
money was doubled? 

d. Using the first year as the base, what is the price index for the second 
year? 

4. The following data may be used for the construction of index numbers 
based on weighted price aggregates. 


Commodity 

Units soldy 
1932 

Unit pricey 
1932 

Unit pricey 
1942 

Wheat Dcr bu 

45.000. 000 

80.000. 000 
10,000,000 
40,000,000 

?1.00 

1^1.45 

Cottnti oer lb*. 

0.15 

0.20 

Butter oer lb* 

0.40 

0.50 

f'rtol tnn . 

2.00 

3.00 



a. What is the index number in 1942 based on 1932 prices? 

b. What is the index number in 1932 based on 1942 prices? 
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c. With 1932 as the base, what is the index of the purchasing power of 
money in 1942? 

5. A laborer who received 50 cents per hour in 1932 was paid 60 cents 
per hour in 1942. 

a. Assuming the same number of hours* work, was he better or worse oflF 
in 1942 than in 1932? 

b. What wage per hour in 1942 would have given him the same purchasing 
power he had in 1932? 

6. The following price index numbers are based on 1926. Translate each 
into an index number of the value of money. 


Index 

Year Humber 

1926 100 

1929 95.3 

1932 64.8 

1939 77.1 

1944 104 


7. When index numbers are constructed by the aggregate method, they 
may be translated in terms of a new base. We simply divide the indexes of 
all other years by the index of the year that is to be the new base. Thus, if 
the index number in 1936 is 115, based on 1932, and we wish to shift the 
base to 1934 when the index is 110, to find the new index for 1937 we divide 
115 by 110. 

Suppose that we have the following index numbers based on 1932: 


Index 

Year Number 

1932 100 

1934 110 

1936 115 

1938 130 

1940 135 

1942 140 


a. Translate the index numbers by placing them all on 1936 as the base. 

b. Repeat, using 1942 as the base. 

c. Why should we ever want to change the base on which we calculate 
index numbers? 

8. A report stated that the purchasing power of the dollar gradually ^ 
decreased between 1939 and 1946. Considering the purchasing power as 
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100 cents in 1939, it was 85 cents in 1942, 79 cents in 1944, and 65 cents 
in 1946. 

a. Was the gold value of tlie dollar affected by these changes? 

b. What effect did tliis change have upon landlords whose rents were 
frozen in this period? 

c. How did this change affect workers’ wages? 
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8. Income, Expenditure, 
and Employment 


In the preceding chapter the equation of exchange was used as the basis 
for analyzing the effects of monetary factors on our economy. This is the 
most basic approach to the problem. In recent years, however, the study 
of monetary forces in terms of the equation of exchange has been rele- 
gated to the background, and attention has more and more become 
centered on the size of the national income, on the immediate factors 
that cause it to rise or fall, on changes in the rate of expenditure, and on 
the ways in which such changes affect prices, production, and employ- 
ment. This method of studying the flow of money and its effects on our 
economy is sometimes called the income and expenditure approach. 

This newer approach to the study of the monetary factors in our 
economy has at least three definite advantages over the traditional 
quantity theory analysis based on the equation of exchange. First, it 
seems to come somewhat closer to economic realities because it employs 
such familiar terms as “income,” “expenditure,” “saving,” “investment,” 
“production,” and “employment.” Second, it is more directly related to 
the monetary aspects of the business cycle. Third, and for our present 
purposes most important, it is a great aid in enabling the student of 
economics to obtain a better picture of how the economy as a whole 
operates. In other words, it helps him to see the forest and not just the 
trees. 

It should be emphasized, however, that the study of monetary forces 
in terms of expenditure and income is not a substitute for the traditional 
type of quantity theory analysis in terms of the equation of exchange. 
Rather, the newer approach supplements the older one. It carries some- 
what further the analysis of the monetary factors in our economy and, 
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as already noted, it comes closer to explaining these factors in terms of 
the actual processes of economic life. 


Rel.\tion of Income to Expenditure 

A \er\’ obvious fact, but one frequently overlooked, is that the source 
of all money income is money expenditure. Whenever one person receives 
money, someone else must pay out an equal amount. As a result, for 
the economy as a whole, gross money receipts (MV in the equation of 
exchange) must always equal gross money expenditures (which can also 
be expressed by MV). Of course, it is not true that gross money receipts 
always represent net income to those who directly receive them. If a 
retailer sells a typewriter for $100, only a small part of this sum repre- 
sents net income or profit to him. Most of it must be passed on to others 
to cover various types of costs, including the wholesale price of the 
machine. Eventually, however, the whole $100 becomes net income to 
someone in such forms as wages, salaries, interest, rents, royalties, or 
profits. 

Although the ultimate source of all net income is expenditures by the 
final purchasers of goods and servipes, it should be emphasized that not 
all the goods purchased are for consumption. A very substantial pro- 
portion of them are for investment. Investment, as the term is used in 
this chapter, means spending money for the acquisition or production of 
new goods which are not consumed but which are held for future use, 
or as a source of future income. Expenditure for investment is just as 
effective in creating income as expenditure for consumption. 

Since all income arises from expenditures, it follows that, for the total 
national income to remain stable at any given level, total expenditures 
for investment and consumption must remain stable at the same level. 
The conditions for stability of the national income may be represented 
as follows: expenditure for consumption + expenditure for investment 
= a constant total expenditure = the national income. ‘ If total expendi- 

1 Strictly speaking the right-hand member of this e<iuation should include, in addition 
to the national income, allowances for capital consumption including depreciation. 
At present, however, these amount to not much more than 5 per cent of the national 
Income, and to simplify the exposition we shall disregard them. Note that the 
concept of national income jnost useful for the purxxises of this chapter differs from 
that employed by the Department of Commerce and more nearly resembles what 
the Department calls gross national product. As \\»o use the term, the national 
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ture falls, income tends to fall by the same amount. If total expenditure 
rises, income likewise tends to rise by the same amount It follows that 
any change in consumption or investment, if not offset in whole or in 
part by a change in the other, will cause income to change in the same 
direction and by an equal amount. 


Consumption, Saving, and Investment 

In a normal year by far the larger part of the national income is spent 
for consumption, that is, for things like food, clothing, and personal 
seiwices which are used up during the year in question.- However, a 
substantial part of tlie national income is always represented by savings 
and, if these savings are not spent, expenditure will fall below income 
and income will shrink. For expenditure to remain constant and equal 
to income, so that the level of income will remain unchanged, investment 
must equal saving. If investment falls below saving, expenditure and 
income will contract; if investment rises above saving, expenditure and 
income will expand.® 

Investment will fall below saving with a resulting decline in income 

income consists of tliree major elements: (1) the “savings” or imdistributed income 
of corporations; (2) the disposable income of individuals; and (3) tlie tax income 
of government units. Taxes are included in the national income because they are 
spent for goods and services which presumably benefit everyone; however, that part 
of tax receipts used to make transfer payments (like veterans' pensions) should be 
excluded. Such payments are included in individual income and ought not to be 
counted twice. 

- Although the greater part of tlie national income is normally spent for consumption, 
tile proportion varies from year to year. For example, of the national income as 
calculated by the Department of Commerce, about 85 per cent was spent for 
consumption goods in 1940 as compared with only 77 per cent in 1946. During the 
war the percentage was even lower. 

s In his “General Theory” Keynes says that investment and saving must always be 
equal. This results, however, from the special way in which he defines them. With 
the terms employed in their usual sense of money saved or money invested, there 
is no necessity that saving and investment should always be precisely the same. 
It might possibly be argued that as soon as an investment is made, even if the source 
of the funds is newly created bank deposit credits, an equal amoimt of income 
accrues immediately to people somewhere in the economy; and since this income 
cannot yet be spent, it necessarily becomes savings. However, because of slowness 
of accounting procedures and of arrangements for the transfer of goods, such income 
will not be realized imtil some time later. If by income we mean realized income, 
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if enough people begin to hoard, that is to say, if they decide to keep 
part of their incomes in tlie form of money in order to build up their 
cash balances.^ If month after month and year after year the public 
should attempt to hoard part of the net national savings, the national 
income would steadily fall and tlie final result would be national im- 
poverishment. Something not far removed from this actually happened 
when the great depression was developing in the early 1930’s. When such 
a decline in national income gets under way, it will not stop until one of 
two things occurs: Either private individuals and business firms stop 
contracting their expenditures, or else the government steps in and offsets 
the contraction in private spending by increasing its own spending. 
Usually such an increase in government spending is applied to relief or 
public works. 

For action by the government to have much chance of success the 
additional spending must come from one of two sources: the sale of 
government bonds to people with idle cash balances, or the sale of gov- 
ernment bonds to the banks in exchange for newly created deposit credits. 
If the government obtained the additional funds by increasing tax rates, 
it would defeat its purpose, for the higher taxes would cause private 
spending to drop still lower. 

If the government failed to take action to increase the total national 
expenditure, the shrinkage of incomes would continue as long as indi- 
viduals and business firms kept on trying to hoard part of their savings 
in order to build up their cash balances. Eventually, however, the national 
income would reach such a low level that for the economy as a whole 
net savings would no longer be possible.® At this point, however, the 
public would be spending the entire national income for consumption, 

there will usually be a lag between the making of an investment by one person and 
the receipt of the income that it creates for otliers. 

* It has frequently been pointed out that if everybody should begin to hoard money 
the attempt would defeat itself. Everyone would cut doNvn his expenditures, but 
money receipts would tend to fall equally fast, proN'ided no new money were 
created by the banks or the government. It should be noted, however, that indi- 
viduals with relatively large incomes might have some success in increasing their 
cash balances at the expense of the lower income groups, who would have to 
reduce theirs because of unemployment and the necessity of falling back on savings. 

° Some people might still be able to save, but this would be offset by the fact that 
others would be obliged to meet ptirt of their current expenses out of capital or by 
borrowing. 
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and since expenditure would then be maintained at a level equal to 
income, contraction of income could go no further. 

Just as income will keep contracting as long as investment falls below 
saving, so it will keep rising when investment exceeds saving. For con- 
siderable periods of time it is quite possible for investment to exceed 
saving. There are two ways in which the community as a whole can invest 
more money than it saves out of currently realized income; (1) The 
extra funds may come from hoards (including bank deposits) held by 
corporations and wealthy individuals. (2) They may be created by the 
banking system in the form of new deposit credits lent to businessmen. 


Propensity to Consume and Rate of Saving 

Statistical studies show that the proportions of their incomes which 
people spend for consumption, and the proportions which they save 
depend in part on the size of their incomes. To this relationship between 
the size of income and the percentage spent on consumption, Lord Keynes 
applied the term propensity to consume. As real national income in- 
creases, the propensity to consume declines. In other words, people save 
a larger proportion of their income. Thus, savings increase at a greater 
rate than income. On the other hand, as real income falls, the propensity 
to consume increases, so that savings decline at a faster rate than income. 

This relationship between the size of the national income and the 
percentage saved is one of the factors that set limits to cyclical fluctua- 
tions of business. In a period of recovery^ the national income rises because 
total expenditures rise. Expenditures rise because money invested ex- 
ceeds money saved, the excess of investment over saving coming from 
hoards and from newly created bank deposits. The fact that expenditure 
and income are rising in itself creates optimism and encourages a high 
rate of investment. But as the national income rises, savings rise even 
faster, and if investment is to keep ahead of saving, it too must rise 
faster than income. If it fails to do this, saving will overtake it. Once that 
happens, expenditures stop rising, income stops rising, and as a result 
investment becomes less attractive. Very soon investment begins to fall 
below saving, expenditure declines, and the national income also declines. 
It is clear, then, that because of changes in the propensity to consume, 
business can continue to expand only as long as investment rises at a 
greater rate than income. 
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Just as clianges in the propensih^ to consume may check cyclical 
expansion, so tliey may also check cyclical contraction. National income 
declines in a period of business recession because total expenditures for 
consumption and investment decline. But as income falls, saving falls 
even faster, until eventually it drops to the level of investment, at which 
point the contraction of total expenditures and income stops. It is, of 
course, conceivable that the decline in investment might keep ahead of 
the decline in saving until, for the economy as a whole, net investment 
disappeared altogether. In that case, as was noted earlier, expenditure 
for consumption alone would eventually equal the entire national income 
and contraction of income would cease. 


Vabiations in Prices, Production, and Employment 

So far in this chapter we have been concerned almost entirely with the 
relations between total expenditures ® and total national income expressed 
in terms of dollars. However, it is quite clear that changes in total 
expenditures do much more than merely change the national income in 
dollars. They also cause substantial changes in prices and in the volume 
of production and employment. 

A decrease in the money spent by the public for consumption and 
investment means a decrease in the demand for goods. As was pointed 
out in the preceding chapter, if money expenditures dropped 10 per cent 
and prices also dropped 10 per cent, the change would not be very 
important because the smaller amount of money would buy the same 
amount of goods and there would thus be no reduction in production or 
employment. There would of course be a 10 per cent decline in the 
national income expressed in money, but real income would remain 
unchanged. 

Unfortunately, an equal and uniform decline in prices is not what 
would really happen if money expenditures declined by 10 per cent. 

® As has been noted, total expenditures include those made by individuals, business 
firms, and units of government At present, if we include transfer paymients, not far 
from 25 per cent of all payments in the United States are made by governmental 
units. Transfer payments are those not made in return for current goods and 
services. They include items like veterans* pensions, subsistence payments to vet- 
erans in school, and social security benefits. Though such payments are not made 
for goods and services, they create income for individuals. 
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Prices would fall, but in a very irregular fashion. Some would drop 
readily, but others would decline little or not at all. Wage rates would 
almost certainly resist the downward pressure, and this in itself would 
prevent the prices of some kinds of goods from falling very much. The 
irregularity of the decline in prices would in itself, by disrupting normal 
price relationships, tend to reduce production and employment. In 
addition, however, the average price level would lag behind the fall in 
money expenditures. If expenditures fell 10 per cent, the price level might 
fall 5 per cent. The reduction in spending would therefore mean an 
over-all decline in sales, production, and employment; and national 
income would decline not only in terms of money but also in tenns of 
real purchasing power. 


Multiplier Effect 

One of the inherent characteristics of a highly specialized free- 
enterprise economy is that any initial expansion or contraction in the rate 
of spending tends ultimately to result in a considerably greater expansion 
or contraction of both expenditure and income. This is commonly called 
the multiplier effect. 

Suppose, for example, that in a certain month expenditures for the 
construction of buildings decline by 100 million dollars. The incomes of 
workers in the building trades will be directly reduced by a decline in 
wage rates or by unemployment, as will also the incomes of workers in 
the industries that furnish building materials. The reduction in the 
incomes of these workers will force them to reduce expenditures for 
consumption, and this will reduce employment in other industries and 
cause the incomes of more workers to fall. Before the multiplier effect is 
exhausted, the total contraction of income and expenditure may exceed 
by several times the original 100 million dollar reduction in expenditures 

for new buildings. 

The multiplier effect can cause expansion as well as contraction, 
especially if an increase in expenditure occurs at a time of depression 
and unemployment. This is the principle behind the theory of pump 
priming,” or tlie theory that the government, by a certain initial expen- 
diture on public works, can stimulate a recovery of private business that 
will become self-sustaining. In theory, pump priming is doubtless sound. 
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but there are certain considerations that restrict its successful application. 
One difficult* is to make tlie initial expenditure by the government large 
enough to overcome cyclical contraction of business and to get the 
expansion cycle well started. Another serious difficulty is to make sure 
that spending by the gox'emment does not arouse such fears on the part 
of businessmen that private investment is curtailed enough to offset the 
increased spending by the government. 

Effect of Speculation on Expenditure, Income, and Employment 

By speculation, as we employ the term here, we mean the tendency of 
people to increase their expenditures when they believe that prices will 
rise, and to decrease them when they think prices will fall. When prices 
are rising, people increase their purchases of goods and property rights 
for one of two reasons: (1) they may hope to sell in the future at higher 
prices; (2) they may hope to avoid paying higher prices at a later time. 
As soon, however, as prices begin to fall and the belief spreads that the 
fall will continue, people tend to reduce their purchases sharply because 
(1) they are now overstocked with goods and (2) they expect to be able 
to buy later at lower prices. 

The speculative factor contributes a serious element of instability in 
a free-enterprise economy. The expectation of higher prices is the very 
thing that makes prices rise and keeps them rising. The increase in 
expenditures brings a rise in employment and income, and also a rise in 
inventories. Eventually, however, tlie price rise must come to an end, 
and as soon as the reversal in trend is recognized, expenditures, employ- 
ment, and income begin to contract. Since lower prices are now expected, 
demand becomes sluggish and the result is that prices continue to fall. 
Eventually, of course, inventories will be reduced; and when the price 
level is sufficiently low, resistance will develop to a further decline. Then 
a new rise will start and the whole process will be repeated. 

It should be noted that, when prices are falling, people prefer money 
to goods, or to use Lord Keynes's expression, tlieir liquidity preference 
is high. They strive to hoard money and to build up their cash balances. 
On the other hand, when prices are rising they prefer goods to money 
and ti*y to reduce their cash balances to a minimum. 
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Level of Employment 

It is obviously desirable that expenditure and income should be 
reasonably stable at a high enough level to provide full employment. 
In our modern free-enterprise economy the greatest single economic 
problem is recurring periods of large-scale unemployment. Such un- 
employment constitutes a vast waste of productive power, creates 
untold hardships for workers, brings fear and uncertainty, and endangers 
the whole fabric of our political and economic life. 

Large-scale unemployment is a problem that grows out of the de- 
pression phase of the business cycle. With each return of prosperity it 
either disappears or becomes reduced to minor proportions. However, 
except during a war and the period following a war when business firms 
and consumers are replacing their stocks of goods, business operates at 
prosperity levels for very limited periods of time. As a result, a substan- 
tial amount of involuntary unemployment is more or less the usual 
situation. At the bottom of a major depression it reaches huge propor- 
tions. In 1932 and 1933, for example, the National Industrial Conference 
Board estimated unemployment at between 12 and 13 million workers, 
or about 25 per cent of our entire labor force. 

Until recent years nearly all economists have more or less assumed 
that, if the business cycle could be reduced to minor proportions by 
stabilizing expenditure and income, the problem of unemployment would 
solve itself. The theory behind this assumption was that, once wide 
fluctuations of income and employment were overcome, the “automatic” 
forces of the market— the forces of free competition— would then raise 
employment to a high level and hold it there. This assumes, of course, 
that the methods employed to stabilize business activity would not 
themselves interfere with the effectiveness of competition. 

When competition is reasonably effective in the markets for goods and 
services, there is some foundation for the belief that it tends to raise the 
level of production and employment and hence the level of real income. 
Probably it raises the level of money income too, but that is less im- 
portant. If prices, including wage rates, are flexible enough to respond 
readily to changes in supply and demand, adjustments take place which 
tend to expand output and employment toward capacity levels. 

To illustrate how competition tends to increase employment, let us 
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assume a situation in which the level of production is insuflBcient to 
provide full emploxTnent. If free competition prevails in the labor market, 
the competition of unemployed workers for jobs will cause wage rates 
to fall, and to keep falling as long as unemployment persists. This fall in 
wages will increase the demand for labor in various ways. For example, 
it will make it possible to employ labor for some purposes for which its 
use was previously unprofitable. It will also encourage the construction 
of factories, machiner)% and other capital goods because it will reduce 
their cost. Further, it will increase employment in factories because it 
will make it possible for manufacturers to increase sales and output by 
reducing prices. The manufacturers, on their part, if tliey are selling in 
a highly competitive market, will be forced to make price reductions 
in order to hold tlieir position in the trade. In these ways and in others, 
competition tends to cause price adjustments which result in the ex- 
pansion of production, employment, and real income. 

In recent years, however, the whole area in which prices are freely 
determined by competition has been steadily shrinking, and increasing 
numbers of prices have been brought under controls of one type or 
another. Some prices are controlled by industrial monopolies or by tacit 
agreements among large producers; others are controlled by the manu- 
facturers of trade-marked products; and still others are controlled by 
government. For many years government price controls were applied 
chiefly to the utility industries, but in recent times there has been a great 
expansion of government price controls outside of the utility field. In 
part these controls have been introduced to meet the problems of 
depression, and in part to meet tlie problems of war. There is yet another 
agency of price control that it would be a mistake to overlook. One 
extremely important group of prices, namely, wage rates, is coming more 
and more under the control of organized labor. 

The net effect of this expansion of price controls has been to make our 
entire price system much more inflexible, and to weaken greatly those 
automatic forces upon which economists have traditionally counted so 
heavily for keeping production and employment at high levels, or for 
bringing it back to those levels in case of a cyclical contraction. 

Today few economists are optimistic enough to believe that the forces 
of competition, left to themselves, can be counted on to prevent extreme 
contraction of employment or to assure reasonably prompt reoov'ery, once 
contraction occurs. In view of what happened in the 1930*s it would be 
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difficult to have such faith in the power of the “automatic forces” of the 
market. Moreover, many economists who are disciples of Keynes question 
the basic theory that the competitive forces of the market always tend 
to expand production until a level of full employment is reached. Keynes 
argued that, in a society where incomes were relatively high, a stable 
equilibrium might be reached at such a low level that involuntary 
unemployment would still persist.^ 


Inherent Instability of Our Economy 

The economists of the nineteenth century paid relatively little attention 
to business cycles. They believed that the forces acting from within the 
economic system always tended to expand production in the direction 
of full employment. They attributed cyclical contractions of economic 
activity not to forces normally operating in the economy but rather to 
such disturbing ‘'external” influences as bad crops or war. In the twen- 
tieth century, however, the increasing severity of depressions brought a 
radical change in attitude. Since the First World War cyclical fluctuations 
of business have been the great center of economic interest. 

Obviously a war, or even a series of bad crop years, may have a 
powerful effect upon the level of business activity. However, it is pretty 
generally recognized today that the successive oscillations typical of 
modem business are not primarily the result of special disturbing in- 
fluences. Rather they grow out of certain characteristics inherent in the 
kind of economy we have. There are, it is probable, certain underlying 
forces in our economy which are always tending to expand production 
and employment toward capacity levels. Nevertheless, in a specialized 

^ Briefly, Keynes’s theory runs somewhat as follows; As the income of an economy 
rises because of technological progress, consumption rises at a slower rate while 
savings rise at a more rapid rate. Finally, production methods become so eflBcient 
that if full employment could be maintained there would not be sufficient invest- 
ment opportunities to absorb all the funds that would be saved. Therefore, full 
employment is never reached (unless the government interx'enes) because consump- 
tion plus investment cannot rise high enough to absorb the amount of product that 
would be turned out at full employment. Keymes s theories are still highly contro- 
versial. A fuller development of them might show that, insofar as they are valid, 
they require the assumption of certain rigidities in the price system. Keynes was 
not so much interested in long-run economic trends as he was in the problem of 
stabilizing production and employment at relatively high levels. 
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economy where almost e\er\one depends for an income upon selling 
goods or seiA'ices in the market, innumerable circumstances may cause 
a temporar\’ decline in sales and income. In most cases these declines 
would not be serious except for one thing: the nature of our economy is 
such tliat once a contraction gets well started it tends to be cumulative. 
Because of this, what might otherwise be a minor recession sometimes 
develops to major proportions. 

The cumulative nature of business fluctuations is a result of various 
characteristics more or less inherent in the economic system. Among these 
are the behavior of bank loans and bank deposits; the efiFects of the 
speculative motive on the demand for goods; and the multiplier effect of 
a given expansion or contraction of expenditure. 


Basic Conditions of Full Employment 

It is clear that the problem of maintaining a satisfactory level of 
employment is twofold. On the negative side it is the problem of pre- 
venting serious cyclical contractions. On the positive side it is the problem 
of bringing production to a sufficiently high level to provide jobs for all 
who want them. 

Reduced to its simplest terms, the solution of the problem of pre- 
venting cyclical contractions of employment is to find some means of 
stabilizing national income and national expenditure. This statement 
should not be taken to imply that the solution is easy, for in a free- 
enterprise economy it is extremely difficult to find practical ways of 
stabilizing either income or exjDenditure. We should not forget, howev'er, 
that an effective way of the flow of money (A/V) in the fonn 

of both income and expenditure is to regulate the volume of money 
(A^); and regulating the volume of money means principally controlling 
the volume of bank deposits. 

In spite of the crucial importance of the rate of income and expenditure, 
we should not assume that control of the business cycle is a purely 
monetary problem. Income and expenditure are both monetary' factors, 
but to a large degree they are controlled by other factors that are non- 
monetary in nature. 

Given the price level and a reasonable degree of stabilit\\ from the 
positive side the problem of providing full employment is the problem 
of raising national income and national expenditure to a sufficiently high 
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level. If expenditure for consumption contracts, expenditure for invest- 
ment must be increased. If necessary, methods must be devised for 
expanding investment or consumption, or both. Here again monetary 

measures are likely to be an aid. but they are not the whole answer to 
the problem. 

If population increases and if we assume a given price level, income 
and expenditure must increase sufficiently to provide employment for 
the additional workers. If production increases, not because of a growth 
in population, but because of improved methods that increase the output 
per worker, one of two things must happen if employment is to be 
maintained. Either the price level must be allowed to drop gradually so 
that the existing volume of income and expenditure will maintain em- 
ployment by taking more goods from the market; or else money expen- 
ditures and incomes must be raised to absorb additional goods at the 
already existing price level. 

Even if fluctuations in business were largely ironed out, raising 
employment to a permanently satisfactory level might prove very difficult. 
It is, however, a basic problem that must be dealt with. 


Summary 

This chapter has carried somewhat further the analysis of the effects of 
monetary factors on our economy. The interdependence of national expenditure 
and national income was noted, as well as the effects that changes in 
expenditure and income have on production and employment. It was found 
that, as long as expenditure remains constant, income, production, and em- 
ployment will remain constant; that is, provided there is no change in the 
price level or in methods of production. It was also found that national 
expenditure will remain constant so long as there is no tendency for investment 
to fall short of or exceed saving. If investment keeps falling short of saving, 
expenditure, income, production, and employment will fall. If investment 
keeps running ahead of saving, they vidll rise. Because of changes in the 
propensity to consume, people tend to save a larger portion of their incomes 
as incomes rise, and a smaller proportion as incomes fall. To some extent this 
fact tends to limit cyclical fluctuations in income and employment. 

It was noted that a rise or fall of national expenditure would be a matter 
of little consequence if all prices changed in the same proportion. The dis- 
turbing effects of changes in the rate of expenditure occur principally because 
(1) the prices of individual goods are affected differently and (2) changes in 
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the general price Ie\el are less than, or lag behind, changes in tlie rate of 
expenditure. As a result, changes in the rate of expenditure have substantial 
effects on production and employment. 

Two important factors were explained which tend to cause changes in the 
rate of expenditure and income to become cumulative. These were the multi- 
plier effect and the speculative motive. 

The desirability of full employment and the seriousness of the problem of 
cyclical unemployment were discussed. The tendency of the automatic forces 
of the market to expand employment to maximum levels was explained, but 
the conclusion reached was that tliese forces are weaker than formerly and 
that they obviously cannot be counted on to prevent major cyclical contrac- 
tions of employment, or to bring reasonably prompt recovery. It was also 
noted that there are powerful forces inherent in the economic system itself 
which make for instability and sometimes bring about major contractions of 
expenditure, income, production, and employment. 

Finally, it was pointed out that, expressed in the simplest terms, the 
problem of maintaining full employment is twofold: (1) cyclical fluctuations 
of income and expenditure must be reduced and (2) national income and 
national expenditure must be raised to adequate levels. 

We have now completed our discussion of the effects of monetary factors 
on the economy. In the following chapter we shall turn our attention to an 
entirely different type of problem, namely, the determination of the prices of 
individual commodities. In order better to concentrate our attention on this 
latter problem we shall assume that monetary stability has been achieved and 
that the general level of incomes, expenditures, employment, and prices 
remains constant. 

Study Questions 

1. Show how the income and expenditure approach to the study of monetary 
factors can be related to the equation of exchange. 

2. What are the advantages of the income and expenditure approach over 
the older quantity theory approach? 

3. Explain the relation between national expenditure and national income. 

4. If everyone should start to hoard money, what would be the effect on 
the total amount of money held by all individuals and business units put 

togetlier? What would be the effect on national expenditure-s? On national 

« 

income? On employment? 

5. Could total money expenditures rise above total money incomes? \\^y 
or why not? 
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6. Since part of the national income is saved, expenditures must always be 
less than income.” Comment. 

7. If the government decides to increase its own spending to oflFset a 
contraction of private spending in time of depression, should it raise the 
necessary money through taxes or by selling bonds to the banks? Explain 
the reason for your answer. 

8. If investment persistently fell below saving, would the national income 
finally reach zero? Why or why not? 

9. What conditions must exist with respect to expenditures for consumption, 
expenditures for investment, and total expenditures if the national income 
is to remain stable? 

10. It is said that the propensity to consume depends on the size of the 
national income. Explain. 

11. Explain how changes in the propensity to consume might check (a) a 
cyclical rise in business activity and (b) a cyclical decline. 

12. Will a contraction of expenditure reduce prices or reduce production and 
employment? Explain. 

13. What would be the economic eflFect of a decline in the national income 
of 90 per cent if all prices, including contract payments of interest and 
rent, fell in proportion? 

14. What is meant by the multiplier effect? Explain why it operates. 

15. Explain why the speculative motive causes income and employment to 
go through alternating periods of rise and decline. 

16. What is meant by liquidity preference? How is it related to speculation? 

17. What is meant by the automatic forces of the market? Explain how some 
of these forces tend to raise the level of production and employment. 

18. Why are prices less responsive to competitive influences than they 
formerly were? 

19. Why do economists have much less faith than formerly in the power of 
the automatic forces of the market to maintain' production and employ- 
ment at reasonably high levels? 

20. Give some reasons for the inherent instability of the economic system. 

21. What are the two somewhat different problems that must be solved if 
employment is to be maintained at a high level? 
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22. Given the price level, what monetary factor or factors must be stabilized 
if we ^v^sh to stabilize employment? 

23. Once emplo>Tnent were stabilized, what kind of action might be necessary 
to raise it to a satisfactory level? 

24. If employment were successfully stabilized at a high level, what ad- 
justments would be necessary to allow for growth of population or 
improvements in methods of production? 


Exercises 

1. The national income is 150 billion dollars per year, consumption 125 
billion, and investment 15 billion. If the rate of consumption and investment 
remained unchanged, what would the national income be when a state of 
equilibrium was reached? 

2. When tlie national income is 100 billion dollars, the propensity to 
consume is 90 per cent. When the national income is 200 billion dollars, the 
propensity to consume is 75 per cent. How much money would have to be 
invested annually to stabilize the national income at 100 billion dollars? At 
200 billion? 

3. The national income declines 25 per cent, while the price level falls only 
15 per cent. Assuming that expenditures are made only for goods and services, 
by what percentage would employment tend to decline? 

References for Further Reading 
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York. 1947, Chaps. 6 and 7. 
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9. The Price-making Process 


Demand 


We have pointed out that business relationships are vitally affected by 
changes in the value of money. Changes in the value of money mean 
changes in the price level. These shifts in the price level, along with 
changes in the general rate of money expenditures, often result in huge 
profits or great losses for the businessman. As a rule such profits or losses 
are entirely beyond his control, and it is obvious that under such condi- 
tions he cannot conduct business on a sound basis. It follows that one 
of our great economic problems is to find ways to prevent money from 
disrupting economic relationships by causing changes in the price level 
and in the general demand for goods. 

However, in this chapter and in those that follow we shall center our 
attention, not on the disturbing effects of money, but on the forces of 
supply and demand that determine the prices of individual commodities. 
While we are doing this, we shall assume that adequate monetary con- 
trols have been established and that the general price level and the rate 
at which money is spent are stable. In consequence, producers and con- 
sumers in working out their economic destinies are not forced to take 
monetary influences into account. The fact that adequate monetary 
controls have not actually been established and that the effect of money 
and credit upon the price level has not been neutralized need not concern 
us at this point. To understand underlying principles it is necessary to 
simplify conditions so that we can study one group of factors at a time. 

Nature of demand. In the past, writers often defined the demand for a 
good as the number of units that would be taken from the market at a 
given price at a given time. However, transactions at a single price do 
not give us a complete picture of the attitude of buyers toward a good. 
As we shall see later, when we are studying the forces that determine 
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price, it is important to know not only how much of a good will be 
bought at the prevailing market price, but also how much would be 
bought if the price were higher or lower. Demand then, as we shall use 
the term, is a schedule. It may be defined as the number of units of a 
good that tcould be purchased at each of various possible prices, in a 
giL'<T» market, and during a given period of time. It is assumed that tastes 
of consumers, incomes, and prices of other commodities remain un- 
changed during this period. Demand schedules translate expected 
satisfactions into potential action. 

Before the demand schedule is examined in more detail, it may be 
well to inquire into the relation of expected satisfactions to the actions 
of individuals in the market. Often businessmen assume that because 
people desire a commodity they will purchase it. All of us may express 
a desire for a trip around the world, a beautiful car, or a home in an 
exclusive residential area; yet because of our limited incomes, such 
desires may never result in exchanges in the market. Unless, therefore, 
desires for goods and services are sufficiently strong to bring about actual 
purchases, no business transactions can result. Therefore the businessman 
must constantly guard against confusing mere desire for a good with 
effective demand for it. Of course a person who will not purchase a good 
at a high price may buy it if the price declines, but for most goods the 
probable range of price variation is limited. As a result, many desires are 
never translated into action in the market. 

Perhaps an illustration showing the difference between desire and 
effective demand may serve to emphasize the distinction. During the 
Second World War and immediately after it, surveys were made to deter- 
mine the desires of individuals. Housewives were asked such questions 
as: When the war is over do you want a new house? Or a new deep 
freezer, automobile, refrigerator, or stove? Naturally the housewife 
desired all these goods and others, and often she had vague intentions 
of buying them. What was not always stressed was the question of how 
much purchasing power she had with which to translate her natural 
desires into effective demands. The purchase of a new car might, for 
example, force a family to forego making a down payment on a house. 
As a result, the desire for a home could not be translated into positive 
action. 

Sometimes attempts are made to translate the purchases of individuals 
in the market into satisfaction received. It is assumed that if people bm' 
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goods for a high price the satisfactions received are great, while if they 
buy them at a low price the satisfactions are small. These comparisons 
might have some validity if all individuals had equal purchasing power. 
Such, however, is not the case. 

Suppose, as an example, that a millionaire and a pauper enter a bakery 
and each purchases but one loaf of bread. Because the millionaire has 
almost unlimited resources, the amount spent on bread has such little 
significance to him that the bread need give extremely little satisfaction 
and still be worth purchasing. Suppose, however, that the pauper is 
spending his last dime for the bread. Suppose further that, since he is a 
pauper, the consumption of this bread represents the diEerence between 
hunger and food to eat. Obviously, the amount of satisfaction received 
by the pauper must be many times that obtained by the millionaire; yet 
the baker received only 10 cents from each. 

The businessman must always be careful to distinguish between 
difierences in purchasing power of individuals and diEerences in desires. 
Otherwise he is likely to become confused in his attempts to anticipate 
the demand for his good in the market. 

Diminishing utility and demand. The diEerence in the amount of 
satisfaction that the millionaire and the pauper receive may be more 
adequately explained by relating it to the principle of diminishing utility. 
We have noted that, because the millionaire had an abundance of 
purchasing power and the pauper but little, the satisfactions that they 
received from a loaf of bread were very diEerent. However, what has 
abundance or scarcity to do with satisfactions? Earlier it was pointed out 
that as successive units of a particular good are consumed at any time, 
the satisfaction received per unit diminishes; however, persons who have, 
an abundance of purchasing power can aEord to cany their satisfactions 
much closer to the point of satiety than persons who have limited pur- 
chasing power. Therefore a dime to the millionaire had little significance, 
but to the hungry pauper it was of utmost importance. Diminishing 
utEity, when combined with a scarcity of purchasing power, operates to 
limit the number of units of a good that will be taken from the market 
by an individual at any one time at a given price. Therefore, if the price 
does not change, and if his attitude toward the good does not change 
except as it is aEected by diminishing utility, any consumer vrill reach a 
point in his purchases at which he will refuse to buy additional units 
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at the price tiuit prevails in the market. IIo\ve\'er, if the price is lowered, 
he may be induced to purchase more. Lowering the price is the only 
way to induce him to buy more if there is no change in liis income or the 
pattern of his desires. 

Marginal price offer. Ever)* individual, then, sooner or later reaches a 
point in his purchases at which he will refuse to buy additional units at 
a price for which he was ^Wlling to purchase a limited number of units. 
The highest price that he is willing to pay for the last unit of a good that 
he purchases represents his marginal price offer, and he tends to expand 
his purchases until his marginal price oflFer drops to the level of the 
market price. However, if the market price of the commodity falls, he 

ti^)n al units until fiis marginal price offer again coincides 
with the price in the market. If the market price rises above the marginal 
price offer, he will reduce his purchases until his marginal price offer 
for fewer units is equal to the higher market price. 

There are many buyers in a market, and the marginal price offers of 
some buyers will not drop to the market price until they have purchased 
several units. Others, however, can be induced to purchase only one 
unit at the market price. They are marginal buyers. Then, too, in every 
market there are always potential or submarginal buyers, that is, persons 
who desire goods but are not willing or able to purchase even one unit 
at the market price. This potential demand will become effective as soon 
as the price is decreased. 

Demand schedule illustrated. We have defined a demand schedule as 
the amounts of a good that would be purchased at each of various 
possible prices in a given market in a given period of time. This is a 
tnarket demand schedule. An individtml demand schedule is a list of the 
amounts of a good that some particular person would be willing to buy 
at different prices in a given period of time. A market demand schedule 
consists of the sum of the demand schedules of all the indi\'idual buyers 
in the market. Table 4 represents several individual demand schedules 
for butter, and also a market demand schedule. Notice that to get the 
market demand we add horizontally all the individual demands. 

Table 5 represents a very simple market demand schedule. It applies 
to a certain commodity for w^hich the demand is relatively small. It shows 
the number of units of the commodit)^ that would be taken at any price 
at a given time. As prices change, the quantiW that would be purchased 
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also changes. The schedule indicates, first, that consumers become buyers 
of this good only when a price no higher than 25 cents per unit is asked. 
As prices are lowered, the quantities that would be taken from the 

Table A.—lndwidxml and Market Demand Schedules for 
Pounds of Butter in a Certain Town in a Certain Year 


Prices 

Individual 

Individual 

Individual 

All 

Market 

A 

B 

C 

others 

demand 

?1.00 

5 

55 

15 

30,000 

30,075 

0.90 

10 

60 

20 

40,000 

40,090 

0.80 

15 

65 

25 

55,000 

55,105 

0.70 j 

20 i 

70 

27 

66,000 

66,117 

0.60 

25 

75 

30 

69,000 

69,130 

0.50 

30 

80 

33 

75,000 

75,143 

0.40 

60 

85 

35 

78.000 

78,180 

0.30 

90 

90 

40 

86,000 

86,220 

0.20 

125 

95 

45 

100,000 

100,265 


market increase. We may observe, therefore, that in a typical demand 
schedule the quantity taken from the market varies inversely with the 
price, increasing as prices decrease or vice versa. 

Table 5 


Price 

Quantity That 

per Unit 

JVouU Tc 

$0.26 

0 

0.25 

1 

0.22 

5 

0.20 

12 

0.18 

20 

0.15 

35 

0.13 

50 

0.10 

80 


The reader should understand that a demand schedule is not a statis- 
tical record of actual purchases at different prices. In any given market 
at a given time we can actually measure only what is purchased at the 
market price. However, we can estimate how much would have been 
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Number of Units That Would be Purchased 

Rg. 1.— Demand curve (DO) for a product in a market. 


is 13 cents per unit, consumers will take 50 units from the market. It 
should be observed that the price per unit is always measured on the 
perpendicular axis OY, while the quantity of the commodity is measured 
on the horizontal axis OX. Charts of this nature will be valuable in 
explaining various relationships as we proceed. 

Changes in the demand schedule. The demand schedule represented 
above indicates the amounts that purchasers of a certain good would 
take at a particular tim e at different prices. As between two periods, 
however, the quantities that individuals would purchase at the same 
prices may change radically. Obviously, ice is more significant to the 
housewife in summer than in winter. Coal for heating purposes is ex- 
ceedingly important in winter, but in the summer little desire may be 
expressed for this good. Other circumstances cause individuals to revise 
their estimates of the significance of a good as between two periods. An 
anticipated shortage, for example, will cause many consumers to pur- 
chase a greater quantity of a good at the prevailing price than would 
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Otherwise be the case. On the other hand, some goods may lose their 
relative utility, and in such cases, even though the price does not change, 
fewer units are purchased than before. 

These changes in the amount of a good that consumers will purchase 
at given prices represent changes in the demand schedule. They are 
largely accounted for by four factors: (1) changes in people's likes and 
desires, (2) changes in the availability of substitutes, (3) changes in 
peoples incomes, and (4) changes in population. 



Units That Would be Purchased 

Fig. 2.— Shifts in a demand curve resulting from changes in its demand schedule. 

Changes in demand schedules are often called simply changes in 
demand, because demand in the schedule sense is the only kind of 
demand that helps to explain how prices are determined. When the 
curve representing a demand schedule shifts to the right, it indicates that 
demand has increased. The new curve shows that people will buy more 
of the good, at the same prices, than they would before the change. 
On the other hand, a shift of a demand curve to the left means a decrease 
in demand, because after such a shift people will buy less than before 
at any given price. These shifts, we should observe, require time. 
Sometimes they occur in an hour or a day, but at other times they may 
take several years. 

Figure 2 presents two demand-schedule changes. It shows that at a 
certain time the demand schedule for a commodity can be represented 
by the curve DD. Sometime later the willingness of demanders to pur- 
chase this good has increased at all prices. In consequence, the demand 
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cune has shifted to the position D'D'. At a still later period the demand 
curve has shifted to the left of the original curve or to D”D". 

We have pointed out tliat an increase in the demand schedule means 
that more of a commodity’ will be purchased at a given price; it also 
means tliat, if necessary', people would pay a higher price for a given 
quantih' of the commodity. In Fig. 2 we observe that, when the de- 
mand is DDy 70 units will be purchased at 50 cents, as indicated by the 
point P. When the demand increases to D'D\ 105 units will be purchased 
at 50 cents as indicated by point F. We also observe, however, that if 
the quantity available is only 70 units people will now be willing to pav' 
70 cents per unit as indicated by the point F', whereas they would pay 
only 50 cents when the demand was DD. 

Elasticity of demand. Thus far we have studied the nature of demand 
schedules and demand curves and the factors that cause schedules to 
increase or decrease. We have also noted that the inverse relation be- 
tween price and quantity causes the demand curve to slope downward 
and to the right. We must now turn our attention to the elasticity of the 
demand schedule, that is, to the extent of the change in quantity that 
accompanies a given change in price. Probably all demand schedules 
are elastic to some degree in the sense that a substantial change in price 
will be accompanied by some change in quantity. For convenience 
economists distinguish three types or degrees of elasticit)\ 

If the quantity that would be purchased increases at a faster rate than 
the price decreases, we say that demand is elastic. If there is an exact 
inverse relationship between the decrease in price and the increase in 
quantity, we say that the demand has an elasticity of unitxj. Finally, if 
the quantity that would be purchased increases more slowly than the 
price decreases, we call the demand inelastic. A simple way of testing 
the elasticity of a demand schedule is to multiply quantity by price to 
get the total amount of money that buyers would spend. If the amount 
spent increases as price falls, the schedule is elastic;^ if it remains constant, 
the schedule has an elasticity of unity; if it decreases, the schedule is 
inelastic. 

Table 6 illustrates the three types of elasticit)' and shows the changes 
that occur in quantity times price. 

DiflFerences in elasticity can also be demonstrated by the use of a 
chart. Figure 3 shows curves representing the three scliedules in Table 6, 
Demand curve A has an elasticit>' of unit>'; B is elastic and C is inelastic. 
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Recognihon of diEerences in the elasticity of demand does not explain 
why such differences exist. The statement is frequently made that the 
demand for necessities tends to be inelastic, whereas the demand for 


Table 6.— Type of Elasticity of Demand 


Price 

/i — unity 

B — elastic 

C — inelastic 

Quantity 

QXP 

1 

Quantity 

QXP 

Quantity 

« 

Q^P 

51.00 

20 

520 

20 

520 

20 

520 

0.80 

25 

20 

30 

24 

22 

18 

0.50 

40 

20 

60 

30 

28 

14 

0.40 

50 

20 

80 

32 

30 

12 

0.25 

80 

20 

140 

35 

40 

10 

0.20 

100 

20 

190 

38 

45 

9 

0.10 

200 

20 

400 

40 

60 

6 


luxuries is elastic. This statement is true if by necessities are meant those 
goods which an individual is reluctant to dispense with, and by luxuries 
those goods which he can easily do without. If these definitions are used, 
tobacco, liquor, and other habit-forming items must be classified as 
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Quantities Demanded 


Fig. 3.— Types of elasticity of demand. 

necessities. Likewise, the automobile and many household conveniences 
fall in the necessity class. If, however, necessities mean those things which 
are essential to maintain a minimum standard of living, then we must 
classify goods differently, and it is not so clear that the demand for 
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necessities is inelastic. For example, though the demand for food is 
inelastic in the sense that a certain amount must be available to sustain 
life and that this amount will have to be consumed regardless of price, 
yet when any one kind of food is considered the degree of elasticity 
depends upon the availability of substitutes. Thus, meat, fish, and eggs 
are substitutes for each other. Even one kind of meat or fish is a sub- 
stitute for another. Every food, in fact, has a substitute. Since this is 
true, the demand for any one food will probably be relatively elastic 
when compared with the demand for all foods. Consequently the de- 
mand for a “necessity” of life, such as one type of food, may be elastic; 
whereas a luxury that makes no contribution to sustaining life may have 
a relatively inelastic demand. 

Another factor affecting elasticity of demand is differences in the 
purchasing power of various groups of buyers. Those with an abundance 
of purchasing power may pay comparatively little attention to ordinary 
price changes. Those, however, who have limited purchasing power will 
be forced to consider whether they can afford a good if the price in- 
creases. As a result, when prices are high the demand schedule may well 
be inelastic. With a lowering of prices the elasticity may be unity. If 
prices are lowered still more, the demand may become elastic for a time. 
Finally, however, prices may become so low that the demand again 
becomes inelastic. 

Let us see how differences in purchasing power and the number of 
consumers who desire the good might operate in a market to affect 
elasticity within a schedule. Since only a few individuals have an abun- 
dance of purchasing power, if prices are relatively high, effective demand 
is limited. Furthermore, as the price decreases and before it reaches a 
point where potential demanders with less purchasing power will enter 
the market in any numbers, a fall in price may not bring a corresponding 
change in the amount of goods demanded. This is because persons wath 
an abundance of purchasing power have largely satiated their desires for 
this good at higher prices. Demand therefore is inelastic. However, if 
the price is lowered enough, more potential demanders enter the market; 
but at first these new demanders may not be very numerous. Later a 
stage may be reached where the price is sufficiently low to allow great 
groups of potential demanders to become effective demanders. In this 
stage demand is likely to be very elastic so that any small change in 
price will cause a great change in the amount taken from the market. 
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Prices may decrease further, however, and finally reach a point at which 
the good becomes so cheap that most consumers have completely satis- 
fied their desire for it and no longer wish more at any price. When the 
price reaches a stage so low that a further decrease no longer stimulates 
a corresponding increase in demand, the schedule again becomes 
inelastic. 

It must not be presumed that the range of incomes from small to 
medium, large, and very large is of such a pattern that the demand for 
a good will have exactly the characteristics suggested above. Suppose, 
however, a demand is very inelastic in the high price ranges. Once the 
price drops to a point where individuals with small incomes can purchase 
the good even in very limited amounts, the effect of sheer numbers will 
cause an increase in elasticity. Henry Ford, for example, realized early 
that most of the purchasing power was in the hands of people with small 
incomes. He realized that his competitors were all seeking to sell cars to 
the few in the upper-income group. By building a car that could be sold 
within the range of the small-income group, he opened a market for 
millions of cars. Other producers soon came to see the potentialities of 
this market, and cars were built to cater to it. Producers in other fields 
have seen the advantage of pricing goods to appeal to the masses, and 
all sorts of goods are now priced to suit the purchasing power of those 
with low incomes. 

We must understand that many factors cause changes in the slope or 
elasticity of the demand curve. Table 7 shows a demand schedule that 
passes through all three stages of elasticity. With many commodities, 
however, only one of these stages is significant in the market. The others 
apply to price ranges at which the commodity would never be offered 
for sale. However, some commodities vary in price suflSciently so that 
they actually demonstrate all three types of elasticity of demand. 

Table 7 illustrates how a demand schedule may, in different price 
ranges, pass through all phases of elasticity. The example shows 
that, when the price is decreased from $1 to 80 cents, the increase 
in quantity that would be purchased is not sufficient to offset the decrease 
in price, and hence the schedule is inelastic. From 80 to 70 cents the 
demand schedule has an elasticity of unity. Below 70 cents elastic de- 
mand begins to assert itself, and it continues to do so until the pnce is 
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decreased to 20 cents, tlie point at which the schedule again becomes 
inelastic. 

It is probable that the demand schedules for most commodities would 
pass through all the above stages if the range of prices were sufficiently 
extended. However, at price ranges that we actually encounter, the 
demand for one good may be elastic, while that for another may be 


Table 7 


Price 

Quantity 

taken 


$1.00 

25 

$25,001 

0.90 

27 

24.30 f 

0.80 

28 

22.40 j 

0.70 

32 

22.40- 

0.60 

40 

24.00 

0.50 

60 

30.00 

0.40 

90 

36.00 

0.30 

150 

45.00 

0.20 

250 

50.00- 

0.18 

275 ' 

49.50 

O.IS 

300 

45.00 

0.10 

310 

31.00 

0.05 

320 

16.00. 


Type of 
elasticity 


Inelastic 

Unity 


Elastic 


Inelastic 


inelastic. It is conceivable too that the demand for a good should be 
exactly unity. This, however, is unlikely over any Appreciable range of 
prices. Since changes in the elasticity' of demand within a schedule 
complicate the study of price making, we often assume for convenience 
that the demand for a commodity exhibits only one ty'pe of elasticity'. 
This assumption is often correct for those price ranges which have any 

real significance. 

Summary 

It is very important that the businessman should understand demand and 
that he should see how it is related to utility, desire, and purchasing powr. 
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He should be especially careful not to confuse demand with mere desire. 
To demand a good, one must be willing to purchase it at a price. As used in 
the text, demand refers to the demand schedule, that is, to the amounts of a 
good that buyers would take from the market at each of various prices in a 
given period of time, incomes, tastes, and prices of other commodities remain- 
ing unchanged. Demand is said to increase if buyers will take more than 
before at any given price, or the same amount at a higher price. If they will 
take less at the same price or the same amount at a lower price, demand is 
said to decrease. We represent an increase in demand by a new demand curve 
drawn to the right of the original curve; a decrease in demand by a new 
curve drawn to the left of the original cui-ve. 

Every businessman should make a careful market survey to determine the 
probable demand for the good he wishes to sell. This will give him estimates 
of the quantities that he should be able to sell at the current price or at the 
price he contemplates charging. These estimates, in addition to other informa- 
tion obtained in the market survey, may give an indication of how people’s 
willingness to purchase his product will be affected by changes in price. 
Sometimes, of course, such information is very difficult to obtain. 

Study Questions 

1. Why do we assume, in this and the following chapters, that the general 
price level is constant? 

2. An individual may desire a good and yet have no demand for it. Explain. 

3. Define demand as used in the text. 

4. Two men attend an auction where a refrigerator is to be offered for sale. 
One has decide^ to bid a maximum of $50. The other is willing to go 
as high as $100. Does this necessarily mean that the second man would 
receive twice as much want satisfaction from the refrigerator as the first? 
Why or why not? 

5. What two factors limit the amount of a commodity that an individual is 
willing to buy at a given time at a given price? 

6. If there is no change in his income or the pattern of his desires, what is 
the only way to induce a consumer to buy more of a commodity? 

7. Why does a consumer’s marginal price offer tend to coincide with the 
market price? 
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8. If a good of some importance to a consumer drops in price, may tliat 
affect his purchases of other goods? Explain. 

9. As the terms are used in tlie text, is the demand schedule for a good the 
same thing as tlie demand for a good? 

10. Does a demand schedule (a) tell how much of a good was actually 
purchased in a given m;irket at different prices? (h) tell how much of a 
commodity is actually available in a market? (c) tell the market price? 
(d) tell what buyers would take at each price if they could get as much 
as they were willing to pay for? 

11. What is the difference beUveen a demand schedule and a demand curve? 

12. What is meant by an increase in a demand schedule? By a decrease? 
How can each be represented in a graph? 

13. If the demand schedule for a product increases, what will be the effect 
on the price at which people would be willing to purchase a given 
quantity? 

14. What are the principal factors that might account for an increase or a 
decrease in a demand schedule? 

15. When is a demand schedule said to be elastic? To have an elasticity of 
unity? To be inelastic? 

16. How would each of the following factors tend to affect the elasticity of 
the demand for a product: (a) There are many good substitutes for it. 
(b) People are unwilling to get along without it. (c) It is extremely cheap. 
(d) It is cheap enough to be just within the reach of many people with 
low incomes, but is just out of the reach of many others. 

17. Is it possible for a single demand schedule to show all three types of 
elasticity? Explain. 

18. Usually in representing the demand schedule for a commodity we assume 
one type of elasticity throughout. Why? 

Exercises 

4 ^ 

1. Two men enter a clothing store and each purchases a suit of clothes for 

his own use. If the suits are identical and fit equally well, under what conditions 

would each buyer receive the same satisfaction? List as many circumstances 

as you can that might cause them to receive different amounts of satisfaction. 
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2. The demand schedule for a certain commodity is as follows: 


Price 

Number of Units 
Buyers Would Take 

$1.20 

10,000 

1.10 

15,000 

1.00 

20,000 

0.90 

30,000 

0.70 

50.000 

0.60 

64,000 

0.40 

100,000 

0.20 

220,000 

0.10 

500,000 


a. Plot and draw a demand curve to represent this demand schedule. 
(If possible, the student should make this chart on cross-ruled graph paper.) 

b. What is the market price if 50,000 units are taken from the market? 
220,000 units? 

c. What type of elasticity does this schedule represent? 

3. The demand schedule shown in Question 2 represents the demand for 
a given period of time. Let us assume it is the demand for a certain day, 
Jan. 10. The following demand schedule shows the demand for the same good 
on another day, Jan. 15: 


Price 

Number of Units 
Buyers Would Take 

$1.20 

8,000 

1.10 

12,000 

1.00 

16.000 

0.90 

24,000 

0.70 

36.000 

0.60 

48,000 

0.40 

74,000 

0.20 

150,000 

0.10 

400,000 


a. What kind of change in the demand schedule took place between Jan. 10 
and Jan. 15? 

h. Represent this change on the graph you made for Exercise 2. 

c. Compare the quantity that will be taken from the market on Jan. 15 if 
the price is 40 cents with that which would have been taken at the same price 

on Jan. 10. 

d. Approximately how much would consumers be willing to pay for 50,000 
units on Jan. 15? 
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e. Are these demand schedules elastic or inelastic? 

f. Draw up a demiuid schedule greater than the one in Exercise 2, and 
represent it by a new demand cur\ e on the graph you ha\'e already prepared. 

4. Describe the ehisticity of the following demand schedule. How would 
you explain its character? 


Price 

Xuml>er oj Units 
Buyers Would Take 

JI.OO 

100 

0.90 

no 

0.80 

119 

0.70 

136 

0.60 

170 

0.50 

210 

0.40 

300 

0.35 

350 

0.30 

450 

0.25 

550 

0.20 

800 

0.15 

1.000 

0.10 

1,400 

0.05 

2,000 


5. The demand for a certain commodity is known to have an elasticity of 
unity. Mr. X notes that on a certain day when the price is 50 cents, 600 units 
are taken from the market. On another day, sometime later, when the price is 
30 cents, 800 units are taken from the market; and on still another day, when 
the price is 40 cents, 800 units are taken. 

a. Draw up a schedule showing the prices that would have cleared the 
market if each of the following number of units is assumed, in turn, to have 
been available to buyers on the first day: 200, 600, 800, 1,000, 1,400, and 
2 , 000 . 

b. Using the same quantities, draw up similar schedules for the second and 
third days. 

c. What happened to the demand schedule between the first and second 
days? Between the second and third? 

d. Had the price remained at 50 cents, how many units would have been 
purchased on each of the three days? 

6. The United States Treasury offers to purchase all gold brought to it at 
$35 per ounce. Draw up a demand schedule for gold to illustrate this situation. 
Wliat type of elasticity is indicated? Plot and draw a demand curve representing 
your schedule. 
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7. Our government in 1933 instituted a policy of restricting the production 
of certain farm products. What was the purpose of this action? What does it 
suggest with regard to the elasticity of demand for these products? Explain. 

8. Before the war manufacturers of rayon repeatedly reduced the price of 
their product, and this action increased their profits. Was the demand elastic 
or inelastic? Explain. 

9. Draw up a list of ten products, five of which you think have an elastic 
demand and five an inelastic demand. Explain in each case how you arrived 
at your conclusion. 
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10. The Price-making Process: 
Supply and the Equilibrium 
Price 


The study of the demand schedule indicates that demanders are willing 
to purchase a certain amount of a good at any stated price. If the price 
is increased, fewer units will be taken from the market; on the other hand, 
a decrease in price will result in the purchase of more units. Up to this 
point, however, we have not asked what the market price is nor how 
much of the good is actually available to buyers. To answer these ques- 
tions a knowledge of demand is not enough; we must also understand the 
conditions of supply. Suppliers influence price because they refuse to 
bring goods to the market unless satisfactory prices can be secured. 

Meaning of supply. Supply, like demand, is a schedule. It may be 
defined as the quantities of a good that sellers are willing to offer at 
various prices under a given set of conditions. This means, of course, 
in a given market and in a given period of time. In later chapters several 
important factors that affect the willingness of sellers to bring goods to 
the market will be considered. At this point, however, it is sufficient to 
understand that sellers will offer more goods for sale as prices increase 
and will offer less for sale as prices decrease. This fact indicates that the 
reaction of sellers to price changes is just the opposite to that of buyers. 
Demanders tend to increase purchases with each decrease in price; 
suppliers tend to reduce the quantities offered for sale as price decreases. 
The amount demanded varies inversely with changes in price; the amount 
supplied varies directly. 

Supply schedule. Just as demanders have a schedule which indicates 

their willingness to purchase a good at various prices, so suppliers have 
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a schedule which indicates their willingness to bring the good to the 
market at various prices. Individual and market supply schedules can be 
constructed just as were individual and market demand schedules. 

Table 8 represents several individual supply schedules and a market 
supply schedule. In this chapter, as in the preceding one, we are assuming 
that the market is highly competitive. In suck a market there would be 
a very large number of sellers. In the table, however, we have reduced 


Table S,~lndwidual and Market Supply Schedules 


Price 

Supply A 

Supply B 

Supply C 

Supply D 

Market 

supply 

$0.10 

1.000 

1,200 

1 

800 

2.000 

5,000 

0.15 

1,200 

1,500 

1.000 

2.200 

5.900 

0.20 

1,500 

2,000 

1,100 

2,500 

7,100 

0.25 

1.800 

2.500 

1.300 

2.800 

8,400 

0.30 

2.000 

3,000 

1,500 

3.000 

9,500 

0.35 

2,500 

3 . 500 

2,000 

3,500 

11,500 

0.40 

3.000 

4,000 

2.200 

4.000 

13,200 

0.45 

3,500 

4.500 

2,500 

5,000 

15,500 

0.50 

4.000 

5,000 

3.000 

5.500 

17,500 


the number to four in order conveniently to represent the relation 
between individual supply schedules and the market supply schedule. 

Table 8 shows that each of these suppliers has prices at which he is 
willing to bring certain amounts of goods to the market. Thus, if the 
price is 10 cents, D is willing to bring 2,000 units to the market; but C is 
willing to bring only 800 units. Likewise, at every price different suppliers 
are \yilling to bring various amounts to the market. However, the total 
amount offered in the market at any price will be the sum of the amounts 
offered by each seller. For example, if demanders are willing to pay 
30 cents per unit for the commodity, suppliers will bring 9,500 umts to 
the market. In the process of price determination it is the market supply 
schedule that is most significant. 

In relation to supply, certain factors must be kept in mind. One is that 
some goods offered for sale are perishable. Since suppliers are reluctant 
to sell these goods below certain prices, unless demand is suflScient such 
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goods may spoil before tliey are sold. Consequently, suppliers are forced 
to detennine whether it is better to sell all these goods at any price that 
can be received, or whether a certain amount of them should be allowed 
to spoil by being kept from tlie market. 

If tliere is only one seller in the market, it may be to his advantage to 
let some of the commodity spoil. He must consider two things. First, will 
the sale of this good at low prices hann his market? In other words, will 
demanders, once they discover that a good has been sold at extremely 
low prices, withhold their purchases in subsequent periods in the hope 
that the seller will again be forced to lower his prices in order to dispose 
of this perishable commodity? Second, will the supplier receive a greater 
total income by selling all of this good at low prices than he would if 
he allowed a portion of it to spoil? His decision will be determined by 
the nature of the demand for the commodity. If the demand is elastic, 
it will be better to sell all of the good, even though he cannot get so 
high a price as he had hoped for. If the demand is inelastic in the lower 
price ranges, then withholding some of his stock from the market will 
yield a higher total return than would be secured were it all sold. 

In this chapter, however, we are explaining price determination under 
conditions of competition. This means that we are assuming that there 
are a good many sellers in the market and that, therefore, the action of 
any one of them cannot affect the price. Under such conditions each 
seller will attempt to dispose of his entire stock, for if one withholds his 
stock and others do not, he will make no sales at all and will suffer a 
complete loss. For example, it seldom pays one farmer who has straw- 
berries to sell to withhold his supply from the market if no other fanners 
withhold their supply. However, if by agreement all the suppliers act 
in unison, then a sufficient amount of the commodity can be withheld 
to raise the price. Thus various producers* organizations withhold fruit 
from the market and even allow it to spoil if the price is too low. This 
action, however, is not advantageous in a free market in which sellers 
are actively competing with each other in the sale of goods. 

Another factor affecting supply must also be noted. Even durable 
goods, once they are produced and brought to the market, must even- 
tually be sold whether or not the price is as high as sellei-s had hoped 
to receive. However, if losses are incurred pmducers will hesitate to 
provide such goods in the future. Thus, although sellei-s do not always 
receive prices that are satisfactory, in any given period of time they tend 
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to bring more goods to the market as prices increase, provided the goods 
are available. 

Supply schedule changes. Just as the quantity of a good that consumers 
are willing to purchase at any given price changes from time to time, so 
also the quantity that sellers will bring to the market changes. Various 
factors cause shifts in the supply schedule. In the main, however, as will 



Units that Would be Offered 
Fig. 1.— An increase and a decrease in the supply schedule. 

be shown later, producers are influenced by their costs of production, 
and changes in these costs will affect their willingness to bring goods to 
the market. A decrease in the supply schedule means that sellers are less 
willing to bring goods to the market than they were before; an increase 
in the supply schedule means that they are more willing. Therefore, a 
decreased supply schedule is drawn to the left of the original schedule, 
and an increased supply schedule is drawn to the right of it. This condi- 
tion is similar to that found in drawing demand schedule changes. 
Figure 1 shows an increase and a decrease in the supply schedule, repre- 
senting the original supply schedule as the line SS. Later there has been 
an increase in the willingness of producers to bring goods to the market. 
This is represented by the supply curve S'S' to the right of SS. Still later 

there is a decrease in the willingness of suppliers to bring this good to 

1 
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the market. This decrease is represented by the supply curve S"S" which 
is to the left of the original cur\'e. Larger supply is always indicated by 
mo\ing the supply cur\^e to tlie right; smaller supply by moving it to 
the left. 

This brief discussion of the nature of supply indicates that supply 
schedules represent the attitude of sellers. As extra inducements are 
offered, sellers attempt to bring more goods to the market. However, if 
prices are not satisfactory, they will withdraw their goods from the 
market, provided they are able to do so. Various factors affect producers, 
but the most significant in the long run is cost of production. Producers 
often find themselves in a position where they are willing, at any given 
price, to offer more or less of a commodity than they were willing to 
offer earlier. This means a change in the supply schedule. Such changes 
in supply schedules are very significant, for, like changes in demand 
schedules, they affect the prices paid in the market. 


Equilibrium of Demand and Supply 

Up to this point demand and supply have been studied separately, 
and the characteristics of each of these forces have been observed. Since 
goods cannot be sold unless people are willing to buy them, demand is 
essential to the establishment of a price. However, demand alone cannot 
determine price. Supply must also be taken into account; that is to say, 
we must take into account the quantities of a good that sellers are able 
and willing to offer at various prices. In a market, therefore, price is not 
determined by demand alone nor by supply alone, but rather by both of 
these forces working together. Under perfect competition the price of a 
commodity will be determined by the relationship between demand and 
supply. A price determined in this way we call an equilibrium price. 

Although prices established in actual markets may never reach com- 
plete equilibrium, where competition is strong the tendency toward 
equilibrium is always present; hence, the equilibrium price is significant, 
for it indicates the price that would prevail if the adjustment between 
supply and demand worked out perfectly. Furtheimore, since prices 
are constantly tending toward equilibrium, this price represents tlie focal 
point of the forces of demand and supply in a competitive market. 

Figure 2 shows graphically how demand and supply schedules deter- 
mine equilibrium price. The demand and supply curves intersect at the 
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point P. At this point, suppliers are willing to bring 40 units of a good 
to the market if they can receive 20 cents per unit, and demanders are 
also vvdiling to purchase 40 units at this price. The point P is the only 
one either on the demand or supply curve at which both groups are 
satisfied. Demanders would be willing to pay more for a smaller amount 
of goods, and suppliers would be willing to sell more at higher prices. 
However, since sellers are in competition, any price above 20 cents will 
cause them to bring more units to the market; but at this higher price 



Number of UniU 

Fig. 2.— Demand and supply in equilibrium. 

demanders will not take even 40 units. We illustrate this by another 
chart. Fig. 3, which shows that, if the price is increased to 30 cents, 
purchases will decline to only 20 units. Suppliers, however, are willing 
to sell 60 units at this price. Hence, since suppliers v^all oflFer 60- units, 
the price cannot remain at 30 cents per unit. Competition of sellers will 
force it down. On the other hand, if the price went dovra to 15 cents, it 
could not stay there either. At 15 cents buyers would seek 50 units but 
sellers would offer only 20. Competition of buyers would therefore force 
the price up. Only at a price of 20 cents would there be equilibrium. 
Thus it can be demonstrated that, where competition is a potent force 
in the market, the price will tend toward the point of equilibrium of the 
demand and supply schedules. 

Changes in demand and supply schedules. When demand and supply 
schedules change, new equilibrium points are established. Figiure 4 shows 
changes in both demand and supply schedules, and various possible 
equilibrium points. It shows two possible types of change that may take 
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place in a competitive market, namely, changes in the demand schedule 
with no change in supply, as shown in A, and changes in the supply 
schedule with no change in demand, as shown in B. We should observe 
that these charts are simplified by the assumption that changes take place 
in either supply or demand but not in both at once. In fact, however, 
supply and demand may both increase or both decrease; or a change in 
one may be accompanied by a change in the other in the opposite direc- 
tion. An increase in wages, for example, may cause an increase in the 



Number of Units 

Fig. 3.— Determination of equilibrium price. 

cost of production of a good. This will decrease the willingness of sellers 
to bring it to the market at prices that formerly prevailed; that is to say, 
the supply schedule will decrease. On the other hand, the increase in 
wages may increase people’s willingness to buy the good and thus cause 
an increase in the demand schedule. 

Figure 4A assumes changes in the demand schedule from DD to D'D', 
or to D"D", although the supply schedule does not change. The eflFect 
of an increase in the demand schedule from DD to D'D' would be an 
increase in the price from EB to FB\ On the other hand, if there is a 
decrease in the demand schedule from DD to D"D", prices w'ill fall 
from EB to GB". GB" is then the new equilibrium price since at this 
price sellers are willing to offer the amount that buyers are willing 
to take. 

Figure 4B illustrates the reaction of buyers or demanders to changes in 
the supply schedule. Demand and supply are in equilibrium at point E 
when demand is represented by DD and supply by SS. Suppose that for 
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some reason sellers cease to be willing to supply goods in the quantities 
indicated by the line SS and will supply them only at the S"S" schedule. 
In such a case, we have a decrease in supply in the schedule sense. The 
unwillingness of sellers to bring OB units to the market under the new 
conditions will cause them to reduce offerings toward OC if the price 
remains at EB. A reduction in supply, however, would cause the price 
to rise from EB to GB", where demand and supply would again be at 


Y 



A 



B 


Fig. 4.— Changes in demand with no change in supply (A) and changes in supply with 

no changes in demand (B). 


equilibrium. An increase in the supply schedule will have the opposite 
effect on price. The increased willingness of sellers to bring goods to the 
market would cause them to offer OC' units if the price remained at E, 
Any increase in the amounts offered, however, would cause the price to 
fall until a new equilibrium would be reached at FB', Thus we can see 
how changes in demand or supply schedules cause changes in prices. 

Perfect competition. The explanation of price determination given 
above applies, vrithout qualification, only to a situation that closely 
approaches perfect competition. Perfect competition is said to exist in a 
market when four conditions prevail: (1) Each buyer or seller operates 
on so small a scale, relative to the market, that he can exert no perceptible 
influence on the price of the commodity dealt in. This means, of course, 
that there must be a very large number of independent buyers and sellers. 
(2) The product dealt in must be standardized. (3) All buyers and sellers 
must have adequate knowledge of the market. Most important of all, 
they must all know the market price. (4) The market must be free; that 
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is, there must be no restraints by the government or any otlier organiza- 
tion on prices, sales, or the use of resources in producing the commodity; 
and botli buvers and sellers must be free to enter or withdraw from the 
market as they choose.* 

In a perfectly competitive market the law of one price would always 
hold true. This principle may be stated as follows: In a given market at 
a given time there can be only one price for a giveyi commodity. This 
principle, of course, does not apply perfectly to most actual markets, 
but that is because competition is not perfect. We are all aware, for 
example, that department stores sometimes sell the same article at one 
price upstairs and at a lower price in the basement. This is possible only 
because competition is imperfect. One of the conditions of perfect com- 
petition is that both buyers and sellers know the prices at which a 
commodity is being sold. In the case we have cited it is clear tliat buyers 
do not have adequate knowledge of prices. If they did, they would all 
buy in the basement and no sales would be made upstairs at the higher 
price. 

Perfect competition is a limiting case. Its requirements are never 
completely fulfilled in a real market. The student may therefore ask, 
Why concern ourselves with something that does not actually exist? The 
answer is twofold. 

First, although real markets are not perfectly competitive, they often 
come so close to this condition that they behave much as the theory of 
perfect competition would lead us to expect. The wheat market, for 
example, is world-wide; and prices are determined by the actions of 
hundreds of thousands of buyers and sellers all over the world. Unlike 
some products, wheat can be standardized, so that wheat of a certain 
grade is the same everywhere. From season to season, the quality of the 
grade varies to some extent; yet it can be known well enough so that 
buyers and sellers can carry on their transactions without inspecting the 
commodity. Further, knowledge of the wheat market is widely dis- 

* There is no complete agreement among writers in their use of tl\e term “perfect 
competition ” The definition given above seems to be tlie one most widely accepted, 
but some writers would prefer to designate as “pure competition” what is here 
called perfect competition. They would then apply the term “perfect competition” 
only to situations in which two additional requirements had been met, namely, 
perfect knowledge of both present and future conditions and perfect mobility of 
the factors of production. However, such a concept of perfect competition pushes 
abstraction to such extreme limits that its value for economic analysis is rather slight. 
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seminated by governments, the press, and various other agencies. Except, 
then, when governments step in to control prices, the wheat market comes 
rather close to fulfilling the conditions of perfect competition. 

There is a second reason, however, why it is important to understand 
the theory of perfect competition. Most markets, as we shall see later, 
contain important elements of both competition and monopoly; and if 
we understand how price is determined in the extreme cases, perfect 
competition and complete monopoly, we are able to gain a clearer 
understanding of the great majority of cases that fall in between. 

Time factor in price determination. It should be noted at this point 
that both the demand schedule and the supply schedule were defined 
with reference to a given period of time. This time factor is very impor- 
tant to an understanding of price determination, because the equilibrium 
price that exists for a short period, like a day, may be very different from 
that applying to a longer period like a year or 10 years. This would not 
be true if the conditions of our economic life were unchanging, or static. 
If such things as types of goods, costs of production, desires, and incomes 
were always the same, then demand and supply in competitive markets 
would come into perfect and permanent adjustment, and the equilibrium 
price for today would be the same as for next year or the year after. 
Actual conditions, however, are never static. We live in a dynamic world 
in which unforeseen changes are always occurring. These changes affect 
the supply and demand for goods, and consequently they affect prices. 
However, it takes time for changes in basic economic conditions to have 
their full effect on prices. Some adjustments are made quickly; others 
in a year or two; while still others may require a long period. 

In studying price determination, economists have found it useful to 
distinguish three periods of time: the short run, the intermediate period, 
and the long run. These periods have no definite duration. Rather, their 
length depends on the time required for the supply of a commodity to 
make certain types of adjustment to changes in demand or in cost of 
production. The short run is the period within which the rate of produc- 
tion of a commodity cannot be changed; or if production is seasonal, as 
in the case of wheat which is harvested once a year, the short run is the 
time during which there can be no new production. It is clear that if 
production is either seasonal or at a constant rate any increase in quanti- 
ties offered for sale, in response to an increase in demand, must come 


SL PPLY AND THE K<;)ElLlHKirM PKICK 141 

out of stocks alreacK on hand. Tin’s applies etjually to farm products and 
• manufactured goods. 

In some industries the short nin may be a few days and in others a 
few months. In the case of agricultural products it is likely to be the 
period before the next crop can be planted and harvested. The inter- 
mediate period is the period long enough for the rate of production to 
be varied within the limits of present plant capacity, but not long enough 
for any significant additions to this capacity. The intermediate period 
may be only a few weeks in length or it may be several years. The natural 
rubber industn' illustrates the latter case. From the time a rubber tree 
is planted some 6 or 7 years must elapse before it will yield rubber. 
On the other hand, the capacity of an industrial plant can be increased 
in a much shorter period of time. The long run is a period of time 
suflBcient to make possible a change in the rate of production by de- 
creasing or increasing plant capacity. In the long run, old plants wear 
out or become obsolete and can be abandoned with little or no loss; or, 
if it is desirable to expand capacity, new plants can be built. 

The short-run equilibrium price is the price that would prevail at any 
given time under perfect competition. It is sometimes called the market 
pricer The intermediate-period equilibrium price represents the point 
toward which the short-run price is being pulled as producers adjust 
production within the limits of their plant capacity. The long-run equi- 
librium, or normaly price represents the point toward which the market 
price will be pulled after producers have had time to make all desirable 
decreases or increases in plant capacity.® 

Perhaps the accompanying figures will help the reader to see more 
clearly the relationship between these three types of equilibrium prices. 

In Fig. 5(a) the price of a certain commodity is represented by PF. 
DD and SS are long-run demand and supply curves, but we shall assume 

“ The term market price is used by some writers to mean the short-run equilibrium 
price under perfect competition; by others it is used to mean the actual price at 
any given time in a market where competition is somewhat imperfect. In the latter 
case, the market price may differ from, but will tend to fluctuate about, the 
equilibrium price. 

•'* Some writers call the equilibrium price for the intermediate period the short-run 
normal price; and they call the long-run equilibrium price the long-run normal 
price. We shall sometimes find it convenient in this bt^ok to speak of normal price 
when referring to the long run. 
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that demand and supply are so perfectly adjusted that PF represents 
the equilibrium price not only for the long run but also for the short run 
and the intermediate period. Figure 5{b) represents a change in the 
situation as a result of an unexpected increase in demand, now repre- 



Quantity Quantify 

Fig. 5.— Equilibrium price in the short run, the intermediate period, and the long run. 


sented by the new demand curve D'D'. We shall assume, to simplify our 
explanation, that stocks of the commodity in question are negligible and 
that the quantity offered for sale in any given period of time is the 
quantity produced. Since in the short run the rate of production cannot 
be changed, the short-run supply curve is S'S'. This curve indicates that 
in the short run, or market-price period, an increase in price will not 
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increase the quantity- offered for sale. The new short-mn equilibrium is 
therefore at P*. the point where S'S' intersects the new demand curve 
D'D'; and the price has risen from PF to PiF. 

Figure 5(c) indicates what will happen to price after producers have 
had time to expand production within the limits of their present plant 
capacity. The high price PjF has made production very profitable. 
Producers therefore make every effort to expand output. However, as 
they ex-pand output in their present plants, they have difficulty finding 
machines and space and must resort to such expedients as overtime work. 
Therefore, costs rise sharply, and it pays them to expand to only a 
limited extent. Curve S"S" represents the intermediate-period supply 
schedule. The equilibrium for the intermediate period is represented by 
the point P 2 , where S"S" intersects D'D', 

The final stage in the adjustment is represented in Fig, 5(d). Even- 
tually producers are able to expand their plant capacity. This makes it 
possible for them to expand production still further, and at somewhat 
less cost than in the intermediate period.* The new long-run equilibrium 
is eventually reached at the point P 3 , where the new demand curve D'D' 
intersects the long-run supply curve SS. It should be noted that SS, the 
long-run supply curve, is the same as it was at the beginning. All the 
adjustments shown in our illustration were made necessary by a change 
in demand. Now that long-run equilibrium is again established, the new 
price, P 3 H, represents the equilibrium price not only for the long run 
but also for the short run and the intermediate period. It would now be 
possible to draw new short-run and intermediate-period supply curves, 
and they would both pass through P 3 . 

In this illustration we have assumed that long-run equilibrium is 
actually achieved. In the real world this is seldom or never true. The 
long-run equilibrium is the point toward which at any given time basic 
economic conditions are pulling price. In a dynamic world, however, 
conditions are constantly changing. As a result, before long-run equi- 
librium is reached, the equilibrium point itself is likely to have moved 

* In representing the long-run supply curve as sloping upward to the right we are 
assuming that this is an industry of incrcoring costs; that is, we are assuming that, 
even in the long run, an increase in output will result in higher average costs per 
unit. The reasons that some industries are subject to increasing cost as production 
is expanded will be explained in a later chapter. 
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to a new position,® Nevertheless the long-run equihbrium price is sig- 
nificant because it is the point toward which actual prices are always 
being pulled. 

In our illustration we assumed that the supply of the commodity was 
fixed, or absolutely inelastic, in the short run. Regardless of the price, 
producers ofiFered the same amount for sale. This situation was approxi- 
mated in the strawberry case presented earlier in the chapter. Since the 
berries were perishable, sellers either had to take any price that they 
could get for them, or they suflFered a complete loss of those unsold. 
No seller, by holding back some berries, could get a higher price for 
those he did not hold back. In most markets, however, the quantity of a 
commodity offered for sale vidll vary somewhat with price even in the 
short run. This results from the fact that sellers hold stocks of goods and 
that most goods are somewhat durable. A high price will induce sellers 
to reduce their stocks more rapidly; a low price will cause them to hoard 
their stocks or increase them by withholding current production from the 
market in the hope that prices may go higher at a future time. 

In later chapters the determination of prices under competition will 
be discussed more fully, particularly with reference to the intermediate 
period and the long run. In addition, attention will be given to monopoly 
prices and to price determination under conditions where competition, 
though it exists, is seriously limited. We shall find that in the real world 
in which businessmen carry on their activities the prices of a great 
number of commodities are determined under conditions of limited or 
imperfect competition. 

Summary 

Enough has been said about demand and supply to indicate the general 
nature of the price-making process under conditions approaching perfect 
competition. This process results in an equilibrium of the forces that affect 
supply and demand. However, the market price established at any one time 
is likely to be changed by shifts in the demand schedule or the supply 
schedule, or both. Thus, although the tendency in the market is for prices 
always to approach equilibrium, the equilibrium point itself is constantly 
shifting. For example, a change in the purchasing power of buyers will affect 
the quantities of goods that they will buy at given prices. Then too, these 

® This is discussed more fully in Chap. 15, which deals with prices under dynamic 
conditions. 
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quantities change because of such things as style, season, and the introduction 
of new goods in the market. The willingness of suppliers to bring goods to 
the m;irket is also afiFected by many factors. If goods are perishable, tiie 
suppliers may have to offer them regardless of price; on the other hand, if 
goods can be stored, suppliers may refuse to bring them to the market unless 
demand is sufficient to secure for them prices that they consider to be 
satisfactory. 

Furthermore, we assume that under perfect competition so many buyers 
and sellers are in the market that collusion is impossible and that no single 
buyer or seller can influence the price. Therefore, the price that will tend to 
prevail will be that at which the buyers as a group are willing to take the same 
amounts as sellers are willing to offer. Under perfect competition, the price 
that prevails in the market at a given time is called the shoTt-run equilibrium 
price. As sufficient time passes for producers to vary the rate of production 
within the limits of existing plant capacity, the short-run or market price tends 
to be pulled toward the intermediate-period equilibrium price. Still later, 
when enough time has passed for producers to change their plant capacity, 
the short-run price tends to be pulled toward the long-run equilibrium price. 

The forces of demand and supply, in the words of a famous economist, tend 
to operate “like the two blades of a pair of shears.” Both are necessary, and 
neither can do the cutting alone. Prices in the market can be established only 
by the actions of both buyers and sellers. 

Study Questions 


1. Define supply. 

2. How do sellers influence the prices that buyers must pay? 

3. “The reaction of sellers to price changes is just the opposite to that of 
buyers.” Explain. 

4. What is the difference between an individual supply schedule and a 
market supply schedule? Which is the more significant in explaining how 
prices are determined? 

5. Suppose there is only one seller of strawberries in a given market and 
tliat his berries will spoil if kept more than two days. Should he charge 
a price low enough to clear tlie market, or should he charge a relatively 
high price and let any unsold berries spoil? Explain. 

6. Which policy should be followed by a seller who has many active 
competitors? Why? 
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7. If producers or sellers are forced to accept unsatisfactory prices, what, is 
likely to be the effect on future prices? Why? 

8. What is meant by an increase or a decrease in a supply schedule? How 
would each of these cases be represented in a graph? 

9. a. What is an equilibrium price in a competitive market? 

h. What two things must be equal when price is in equilibrium? 

c. What determines the equilibrium price? 

d. How can the equilibrium price be represented graphically? 

10. Explain carefully why, in a competitive market, price cannot long remain 
either above or below the equilibrium price. 

11. If we use the terms supply and demand in the schedule sense, will an 
increase in the demand for eggs cause a rise in the price? If so, will the 
rise in price increase the supply? Explain. 

12. What is the difference between a market price and a normal price? 

13. Show why a sudden and permanent change in the demand schedule is 
likely to have more effect on the price of a commodity in the short run 
than in the long rur 

Exercises 

1. The following is a supply schedule: 


Price 

Number of Units 
Sellers Would Offer 

J0.35 

500 

0.30 

400 

0.25 

350 

0.20 

250 

0.15 

200 

0.12 

100 

0.10 

50 


a. Represent this schedule by a supply curve. (If possible, use cross-ruled 
graph paper.) 

b. If the price in the market is 30 cents, how many units will be offered 
for sale? 

2. Suppose the above supply schedule changes so that producers react to 
price in the following manner: 
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Price 

S umber oj Units 
Sellers Would Offer 

$0.35 

600 

0.30 

500 

0.25 

400 

0.20 

300 

0.15 

225 

0.12 

150 

0.10 

75 


a. Has there been an increase or a decrease in the supply schedule? 

b. Represent the new schedule as a supply curve. (Add this curve to the 

graph already prepared for Exercise 1.) 

c. What change has taken place in the number of units that would be 

oEered for sale at 30 cents? 

d. What are the probable reasons for the change in the supply schedule? 

e. Suppose that, at the prices listed above, sellers would be willing to offer 

the following quantities: 


Price 

Quantities 

$0.35 

350 

0.30 

300 

0.25 

250 

0.20 

150 

0.15 

75 

0.12 

50 

0.10 

40 


Does this schedule indicate an increase in supply or a further decrease? 

3. Assume the following demand and supply schedules for a commodity: 


Price 

Demand 

Supply 

$0.35 

200 

1 

2,000 

0.30 

400 

1,600 

0.25 

800 

1,400 

0.20 

1.000 

1,000 

0.15 

1,400 

800 

0.12 

1,600 

400 

O.IO 

2.000 

200 
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a. Draw a chart showing the demand and supply curves and the equilibrium 
price. 

b. According to your chart, how many units would be exchanged? 

4. Suppose that the demand schedule remains as above, but the supply 
schedule changes and becomes as follows: 


Price 

Supply 

$0.35 

2.400 

0.30 

2,000 

0.25 

1,800 

0.20 

1.600 

0.15 

1.400 

0.12 

1.000 

0.10 

600 


a. In the chart already prepared for Exercise 3(a) draw a curve representing 
the new supply schedule. Has the willingness of suppliers to bring goods to 
the market increased or decreased? 

b. What is the new equilibrium price? 

5. Suppose that the supply schedule in Exercise 3 had remained unchanged, 
but that the demarid schedule had shifted as follows: 


Price 

Demand 
{case A) 

Demand 
{case B) 

$0.35 

600 

100 

0.30 

1.000 

200 

0.25 

1,400 

400 

0.20 

1.600 

600 

0.15 

1,800 

800 

0.12 

2,000 

1,000 

0.10 

2,400 

1,200 


a. Draw a chart showing the original conditions of supply and demand in 
Exercise 3, and the changes brought about by cases A and B. Note in each 
case whether demand has increased or decreased. 

b. Suppose that the supply schedule in Exercise 3 is a long-run supply 
schedule. If demand conditions should change suddenly from those of Exer- 
cise 3 to those of case A above, how would the short-run effect on price differ 
from the long-run effect? Answer the same question when the change is to 
the conditions represented by case B. 
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6. A theater is presenting a famous play for one night only. It can seat 
1,800 people. The charge is $5 per seat, but, because of the popularity of the 
play and the cast, 3,000 people apply for tickets. 

a. If the demand for seats has an elasticity of unity, how much could the 
management have charged and still sold all 1,800 seats? 

b. Suppose that it had been planned to give the play two evenings. On tlie 
basis of the demand indicated above and assuming that no one wished to 
attend more than one performance, how much could the management have 
charged if it had wished to fill all the seats for both evenings? 

7. At a world series game scalpers sold reser\ed seats for $25. The box 
office price was $5. Why did not the management set the box-office price 

at $25? 
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11. Cost of Production 


The analysis in the preceding chapter has indicated that price is de- 
termined by the interaction of supply and demand. From the side of 
demand, the desire of individuals and their ability to pay for a good 
determine the number of units that will be taken from the market at 
any given price. From the side of supply, the willingness of producers 
to continue to bring goods to the market determines the amount of goods 
that will be offered for sale at any price. Thus the forces of supply and 
demand determine not only the equilibrium price, but also the quantities 
that will be purchased and sold. 

Cost of production and price. As a rule, the most significant factor 
affecting the willingness of producers to bring goods to the market is 
cost of production. Under competition, if the average cost of a com- 
modity is less than its selling price, the resulting profits will tend to 
induce an increase in production, and this in turn will tend to bring price 
down to cost. If the average cost of a commodity is greater than its 
selling price, the effect will be the opposite. The losses that firms suffer 
will bring about a decrease in production, and this will tend to bring the 
price up to the cost. There is, therefore, a strong tendency for the price 
of a commodity, under competition, to equal its cost of production. This 
general principle is, however, subject to important qualifications, which 
will be noted and explained later. 

Meaning of cost of production. As used in economic analysis, the term 
*‘cost of production” includes all sacrifices that are made to produce a 
good or to render a service, insofar as these can be given a monetary 
value. Sometimes the monetary valuation will be arbitrary and may 
represent only a reasonable guess. Wherever possible, however, monetary 
valuation of sacrifices made should be determined on the basis of pay- 
ments made by others for comparable sacrifices. 

Let us suppose, for example, that we are to determine the monetary 

value of the sacrifices being made by a grocer who owns the building in 
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which his store is located, and who with the help of his uife operates the 
store. Obviously, the grocer knows the cost oi the eoniinodities that he 
buys and sells; but he does not know the amount ol rent to ciiaige lor 
his building nor the amount of wages to allocate to his own ellorts or 
those of his wife. To estimate rent and wages Ins most logical procedure 
is to discover how niiKh rent is being paid m his community lor a stoit 
similar to his ow'ii; and also the amount ol wages others art paving loi 
services similar to those which hc' and his wile aie gu mg Sometimes 
he cun usceitain these monetary values b) dehnite oilers rt'ceived horn 
others who wish to rent Ins store or tt> secure hrs services In anv cast 
if he will make an ellort to determine what his rent and wages would U 
it he wi*if receiving them liom otiurs. he will l>e in a |H>sitiou to deter 
mine the cost ol using Ins irw n land and his own siiviees 1 hi.s iiihkrma 
lion will aid him in deleimining whether lie can alhird to stav m I>us4ness 
I'he tragedy is that many small businessmt ii nevei di tt ruuiw the iihhh > 
value ol tlie sacnliits they make, and in con.seipunvt tlies have no 
way ol knowing whether or not they arc it coseiing all tla n eitsts <*1 

production. 

rhe example given alM»ve ilhutiales live iiatuit ol tlw cxi»l pioUfin 
U sliows that all peisoiis who give wisuts to a bosmrss kh.H.Ui U 
assigned a immey wage rtjual to tlw maiket sahu U theu Mivhes 
l.lkewise, all other lativus shouUl U asaigtwtl « sliaie esen flanigh tfav 
am owiuci by tlie laismeksiiian hliiWM U II all i«k h itri i aretulK 

laleulatrd. tfaii tIaiM' wla» prodm^ *** wishes will U m 

a isosltlon to kiwm fhr real cswt irf fwotKa^ig a Krset, >te<n hwMwmh 
liowrvrf. Is ctifiipU’S, si tl»* waiat lart'^uWs ecurt 

cletef'iikliiiiig systMsi Wt'm u»*sd ttewi *4 tsiat oauM larf Hr 

exaclly Latri ttaiw *4 tbr difttyiHsr* kisoIsmI wiH U Kt 

wr •rr lurtmAftH Hm e*aa^ a* 

m mmk m ^ H 

mmm fm % 
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with the return on the labor, capital, and land supplied by the owners, 
do not represent definite payments to others; hence, they are not always 
recognized as costs. Costs, in fact, are often thought of as including only 
actual expenditures, and after such expenditures have been subtracted 
from total income, the remainder is called profit. Such “profits,” however, 
include both reserves and the normal amount of interest that owners 
should receive on their investment. Therefore, from the economic point 
of view, profit calculated in this way includes items that are really costs. 

This manner of estimating profits is confusing, since true profits cannot 
arise until all costs have been taken into account. Surely owners are 
entitled to a definite return for their services and for the capital that they 
have put into the business. This return should be comparable to that 
which they could receive if they invested in other ventures. Also adequate 
reserves should be set aside for depreciation; and something for such 
contingencies as obsolescence, although the latter is very diflScult to 
estimate. True economic profits cannot arise until after these factors 
have been counted as part of the cost of doing business,^ 

It has been emphasized that economic costs include not only payments 
made to others, but also a fair return on the factors provided by the 
businessman himself. To the economist, therefore, no profits have been 
made until after all such costs are covered. Thus, if the economist says 
that a business has made a profit of a million dollars, he means that this 
amount is left over after wages, rent, and interest have been allowed to 
the owners. However, the usual method of calculating profit does not 
allow for all these factors. Corporations, for example, never count interest 
on the investment of their stockholders as a cost. As a result, a business 
often reports profits when in reality there are none. 

An example that shows the confusion in regard to the term “profits is 
found in a booklet issued by the Chrysler Corporation and containing 
remarks made by K, T. Keller, president, at a recent annual meeting of 

1 One serious problem arises, however, when allowances are to be made for capital 
invested in the business. A corporation, for example, may be started by promoters 
who issue securities which have a certain par value. However, the amount actually 
invested may not correspond with the par value of the stock. Promoters often 
allocate to themselves a certain amount of stock as payment for their services. Often, 
however, the par value of the stock is greater than the real value of such services. 
Certain other methods of obtaining stock may also cause the real investment to be 
less than the par value of the stock. 
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the stockholders. Under the heading, “Big Figures Don’t Mean Fat 
Profits,” Mr. Keller states: 

You run into big figures when you deal with big-scale manufacturing. 
The digits string out far behind the dollar signs. Sometimes people con- 
fuse these big figures with unusual profits— especially in wartime. . . . 

Now a billi(m and one-half dollars is a large figure to understand. For 
instance, it is more than the expenditure of the entire national government 
of the United States for the two years 1914 and 1915 combined. It is almost 
half again more than the value of the entire 1943 wheat crop of the 
country. 

This billion and a half is the money we receive for our war products. 
Out of it we pay all the people that work in our plants; out of it we have 
to pay for materials, manufacturing facilities, and supplies of all kinds; 
pay freight bills, pay social security and other taxes, take care of the cost 
of upkeep and other repairs, and pay all the everyday expenses entailed 
in turning out a large quantity of war items. 

Out of the money that comes in we also have to set aside some of it to 
get our machinery back in place and fix up our plants in order to make 
automobiles again. . . . 

It is only after we have taken care of such items as these— which use up 
most of the money coming in— that we have a little left to put back in the 
business or pay to the stockholders. So when you say Chrysler Corporation 
had a profit for the two war years of millions of dollars, what does it mean? 
Few people, if any, thought that Chrysler made big profits before Pearl 

Harbor. We were successful, yes. . . . 

Now let us compare profits before and after Pearl Harbor. In the five 
years prior to Pearl Harbor (1937-1941 inclusive) profits averaged $8.47 
per share of stock per year— and this stock is the property of some 50,000 
different people who own the Chrysler business. 

As against $8.47 average earning per share per year in the five prewar 
years, in the two years since Pearl Harbor (1942-1943) profits averaged 
$4.46 per share per year— a little more than half the profits in the prewar 
years. 

Mr. Keller’s statement illustrates well the fact that when businessmen 
think of "costs” they seldom include in the term all tlie economic costs 
of production. It is clear that if the stockholders invested any capital at 
all in return for their shares, neither the prewar earnings of $8.47 per 
share nor the war earnings of $4.46 were all profits in the economic sense. 
If we suppose, for example, that the stockholders invested $100 per share. 
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and that the normal rate of interest was 5 per cent, earnings would have 
had to be $5 per share to cover the interest cost on the investment of the 
stockholders. On this assumption prewar profits were only $3.47 per 
share, while during the war stockholders actually suffered an economic 
loss of 54 cents per share. 

To determine whether in fact the earnings per share of stock were 
unreasonably large or small is not easy. First, we would have to know 
the amount of the real investment of the stockholders; then we would 
have to know the market rate of interest; and finally we would have to 
know whether all costs other than interest had been correctly estimated. 
If we knew these things, we could calculate the true economic profit 
per share. Even then, however, we would not have answered the question 
of whether the profits, if any, were “reasonable” or not. Men go into 
business not just to earn a fair rate of interest on their capital, but in 
the hope of making economic profits to compensate them for their risks. 
In our economy the hope of profits is a necessary incentive to induce 
businessmen to undertake new enterprises and expand old ones; and 
there is no simple rule to tell us just how large profits need to be to 
provide businessmen witli an adequate incentive. 

This explanation is, of course, no criticism of the Chrysler Corporation. 
Mr. Keller s statement is used simply because it illustrates the problems 
that are confronted when the question of profits is raised. 

When the income that accrues to a business is carefully allocated so 
that fair returns to owners are included as cost, one can clearly see that 
the amount remaining represents a true profit and gives an accurate 
gauge of the success of the business. In the long run the production of a 
commodity can be maintained at a given level only if all the factors of 
production receive suflBcient compensation to prevent them from shifting 
to other industries. Cost of production, therefore, includes a normal rate 
of return to all the factors that are necessary to create a good and bring 
it to the ultimate consumer. 

Opportunity costs. The cost of any factor used in producing a com- 
modity may be regarded as an opportunity cost, because the cost of the 
factor is determined in a market in which many other “opportunities” 
are bidding for its use. Other things being equal, if a firm manufacturing 
shoes is to obtain funds to build a new factory, it must offer at least as 
high a rate of interest as that offered by the producers of furmture, 
clocks, or automobiles. Likewise, if it wishes to secure labor, it must bid 
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against all the other industries that employ the labor that could be used 
in the making of shoes. The cost of a factor of production is not deter- 
mined in anv one industiA\ Rather, it is determined by the total demand 
for it in relation to the supply. Consequently, all producers tend to pay 
like prices for the opportunity of using similar factors. Opportunity cost 
represents the greatest amount any factor could receive from some other 
producer, and it is this amount that the businessman using it must pay. 

Cost, prices, and incomes. Though it is common knowledge that costs 
of production must ultimately be paid out of the price received for the 
product, this fact is often forgotten. For example, all too frequently it is 
assumed that businessmen can pay any wage rate they desire, thus 
increasing or decreasing their labor cost at will. Actually, of course, they 
cannot in the long run pay a wage rate higher than that which can be 
met out of money received for goods and services sold. Neither, on the 
other hand, can they pay wages much less than those paid by other 
employers; for if they do, either th^y will not get workers, or those they 
get will be of very inferior quality. The only exceptions to this rule are 
to be found in periods of large-scale unemployment or in cases where an 
employer is more or less isolated so that he does not have to compete 
against other employers for his labor supply. 

Even when people understand that costs can be met only out of the 
prices received for the product, they often fail to keep in mind that costs 
themselves are nothing but prices. Costs of producHon are simply the 
prices that the businessman pays for the things he must have in order 
to produce commodities or services. In a competitive market they are 
determined like other prices, by supply and demand. Though they are 
costs to the businessman, sooner or later they are income to someone else. 

It is very important to understand that payments that are costs to one 
group become income to some other group. It explains, for one thing, 
why a general contraction in business expenditures must bring a cor- 
responding contraction in national income. Likewise, it explains why a 
general expansion of business expenditures must cause national income 
to rise. Of course, it should also be understood that business expendihires 
are tied to consumer expenditures, since business firms can meet their 
costs only out of money received from the sale of commodities and 
services. 

ShortTun relatlanshlp of cost to price. The short run, it will be recalled, 
is a period too short to permit variations in the rate of production; or, 
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in the case of some farm products, it is the period during which supply 
is limited to the stocks already on hand, because these cannot be increased 
until the next crop is planted and harvested. Since costs of production 
affect prices principally by causing changes in the rate of production, 
it is clear that in the short run their influence on prices must be limited. 
Past costs are irrevocably spent and should have no effect at all on the 
actions of either buyers or sellers, or on the price. Each seller, for 
example, should seek the best price he can get. If it is relatively high, 
he will make a profit. If it is low, he will at least, by selling, reduce his 
loss. However, estimates of future costs should have some influence on 
prices even in the short run, because these estimates will affect the 
willingness of dealers to offer their stocks for sale. If future costs and 
therefore future prices are expected to be higher than those prevailing 
at the moment, dealers will tend to withhold their stocks and this will 
raise current prices; on the other hand, if future costs and future prices 
are expected to be lower, dealers are likely to offer their stocks for sale, 
even at a loss, and this will bring prices down. 

It should always be remembered that under perfect competition cost 
can affect prices only by controlling supply. When supply is wholly 
independent of cost, cost can have no influence on price. There are at 
least two situations in which this is the case. First, there is the short-run 
market condition which is sometimes called fixed supply. Where stocks 
of a perishable commodity are in the hands of a large number of compet- 
ing dealers, each must take whatever price he can get regardless of cost; 
for if he withholds his stock he will suffer a complete loss. The case of 
the farmers selling strawberries, mentioned in the last chapter, is a good 
illustration of fixed supply. A second situation in which cost has no 
influence on price is where goods are not reproducible. In this case supply 
is permanently limited by existing stocks, with the result that demand 
is again the active factor in determining price. Examples of non- 
reproducible goods are paintings by old masters and first editions of 

famous books. 

Relation of costs to prices in the intermediate period. The intermediate 
period, it will be recalled, is a period long enough to vary production 
within the limits of existing plant capacity, but not long enough to build 
new factories and new machines, or to retire old ones from use without 
loss. In the intermediate period cost of production . exerts a powerful 
effect on price, but there is not a complete adjustment of pnce to cost. 
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The equilibrium price of a commodiri' for this period may be either above 

or below its average cost to most finns. 

The remainder of tliis chapter and much of the following chapter will 
be devoted to an analysis of the relation of costs to prices, production, 
and profits in the intennediate period. We shall be especially concerned 
with the pattern followed by the costs of the individual enterprise as it 
varies its rate of output. For the purposes of this analysis we must begin 
by defining and explaining certain cost concepts. 

Fixed and variable costs. In carrying on his business a producer finds 
that, for the intermediate period, some of his costs are fixed while others 
are variable, Wixed costs ore those which TctriQiYi stable in total amount 
regardless of changes in the volume of production. Suppose, for example, 
a businessman borrows $1,000,000 and with this money purchases a 
building in which to conduct his business. Let us assume that the interest 
rate is 5 per cent Under these assumptions the businessman has assumed 
an obligation to pay $50,000 per year in interest whether the building is 
being used or not. Such a fixed cost bears no relationship to the rate or 
amount of production. Variable costs, on the other hand, are those costs 
which vary in total amount with every increase or decrease in output. 
A good example of a variable cost item is raw materials. Suppose a 
businessman is producing footwear. Each time he produces a pair of 
shoes a certain amount of leather is required. Therefore the cost of the 
leather ^used will vary with production. That is why this item is called a 

“variable” rather than a “fixed” cost. 

Certain costs that are fixed if output does not change too much may 
vary as production increases or decreases beyond certain limits. Thus if 
production increases enough, total wages of management may eventually 
increase; likewise depreciation, maintenance, and even taxes. However, 
these items do not vary in direct proportion to output; and in many 
instances no sharp line of distinction can be made in classifying fixed 
and variable costs. Nevertheless, the distinction between them is impor- 
tant, for while many costs vary directly in total amount with every change 
in the volume of production, others remain approximately constant in 
total amount over considerable periods of time and through a wide range 

of output. 

Marginal cost. Marginal cost is another concept which is of special 
significance in the intermediate period. The marginal cost of a product 
is the addition to total cost which restdts from itwreasing output by one 
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unit. Marginal cost is of great importance to the businessman because 
it is the cost that he must consider when he weighs the advantages of 
expanding his output. The question he must answer is. Will the additional 
cost be less than or greater than the additional gross income? As long as 
the additional cost of producing another unit of product is less than the 
additional income, it pays the businessman to expand his output. This 
means that, under perfect competition, the businessman will make the 
greatest possible profit by expanding production up to the point where 
the marginal cost of his product is equal to the price that he receives. 
Even where competition is not perfect, this principle is a good guide if 
competition is so effective that the businessman has very little control 
over the price of his product. 

Fixed and variable costs in relation to output, average cost, and 
profits. As production in a given plant is expanded from a very low to a 
very high level, we find that average unit costs at first decline and later 
begin to rise again. These changes in cost as the rate of production is 
increased can be explained chiefly in terms of two factors: (1) the relation 
of fixed to variable costs and (2) the principle of diminishing returns. 
We shall defer discussion of diminishing returns to the next chapter. 
At present we are interested in explaining how the relation between fixed 
and variable costs affects output, average cost, and profits.^ 

We have already noted that, as production in a plant is expanded from 
a low level, average unit cost at first drops. Let us see how this, can be 
explained in terms of the relation between fixed and variable costs. 
Suppose that Mr. Smith, after surveying the market, estimates that if he 
goes into the shoe manufactinring business he can, within a reasonable 
period of time, sell 500,000 pairs of shoes a month at a profit. At first, 
however, his production and sales would have to be much less than this. 
In order to prepare for the demand that he foresees in the future, he 
builds a factory capable of producing 500,000 pairs of shoes under normal 
operating conditions. When he begins operations, he produces only 
100,000 pairs of shoes a month, but from time to time he increases the 
rate of production; and as he steps up production his average unit cost 

drops. Let us see why this is so. 

2 The existence of fixed costs accounts in large part for the declining phase of the 
average cost curve of the individual firm. The rising phase of the cost cun^ is 
accounted for by the principle of diminishing returns. The relation of diminishing 
returns to the average cost curve will be explained fully in the next chapter. 
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To simplih' tlie problem we make certain assumptions. First, we shall 
assume that as he increases production his unit variable cost for labor, 
material, and selling expenses remains constant. Second, we shall assume 
that his fixed costs are really fixed; that is to say, their total remains 
constant so long as he does not increase his present plant capacity. 
Third, we shall assume that these fixed costs, which include interest, 
taxes, maintenance, depreciation, and wages of management, amount to 
$100,000 per month. Finally, we shall assume that his raw materials, 
wages for labor, and other variable expenses total $2 per pair of shoes. 
We are now in a position to determine Mr. Smith s average unit costs 
of production on the basis of the size of his output. Let us see what these 
costs would be for the various levels of output as shown in Table 9. 


Table 9 


Total 

Amount . , 

produced 

cost 

Average 
fixed cost 
(2) (1) 

Average 

variable 

cost 

Average 

1 total cost 

(3) + (4) 

(1) (2) 

(3) 

(4) 

(5) 

100,000 100,000 

$1.00 

$2.00 

$3.00 

200,000 100,000 

0.50 

2.00 

2.50 

250,000 100,000 

0.40 

2.00 

2.40 

300,000 100,000 

0.331^ 

2.00 

2.331^ 

350,000 100,000 

0.28 

2.00 

2.28 

400,000 100,000 

0.25 

2.00 

2.25 

500,000 100,000 

0.20 

2.00 

2.20 


I 

The table shows that as Mr. Smith expands production tffward the 
rated capacity of his factory, his average fixed costs decrease. This fact 
means that the average total cost of shoes will decrease since variable 
costs remain constant per unit of output. It is clear that, if he must 
limit his production to 100,000 pairs of shoes, he will take a loss if he 
has to sell them for less than $3 per pair. However, if consumers will 
take 500,000 pairs, he can seU the shoes for $2.20 per pair and still secure 
a return equal to his cost of production. We see, therefore, that the 
quantity of product that he estimates will be demanded is a very impor- 
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tant factor in determining the willingness of a businessman to undertake 
a new enterprise. 

When a business firm expands production from a low level up to the 
capacity of its plants, as long as variable unit costs remain constant, 
average unit costs must decrease. The reason for this is the decline in 
average unit fixed costs. In the following chapter, however, it will be 
pointed out that variable costs per unit of product do not always remain 
constant. If production is pushed far enough, they will sooner or later 
begin to rise, and eventually they will rise very sharply. 

The rapidity with which average unit cost will fall as production in 
a plant is expanded to rated capacity will depend in large part on the 
relative importance of fixed and variable costs. If fixed costs are large 
when compared with total operating costs, then as production is increased 
the rate of decline in unit cost is rapid; if fixed costs are comparatively 
small, the rate of decline will be slow. In an extreme case there might 
be no fixed costs at all. Suppose, for example, that Mr. Smith was able 
to rent a building and machines under a contract providing that his 
payments should be proportionate to his output; suppose, further, that 
all those connected with the management of the business should work 
on a commission basis determined by output. If all costs were variable, 
unit cost of production might remain almost constant through a wide 
range of output. 

Some businesses are operated with very little need for fixed expenses 
or overhead, and unit costs do not vary to any appreciable degree with 
variations in output. In other enterprises, however, the great proportion 
of costs are fixed. In a hydroelectric plant, for instance, practically all 
the costs are fixed, since they represent investment in the dam and 
electric generating equipment. Obviously, because practically all costs 
are fixed, unit costs will decrease rapidly as output increases to rated 
capacity. *Under such conditions, the producer will be veiling to expand 
production even though prices must be reduced as output is increased. 
The only thing producers will try to insist on is that consumption be 
increased sufiBciently as prices decrease to allow them to increase, or at 
least to maintain, their profit margin. In situations of this land, decreases 
in cost of production are a vital factor in inducing producers to bring 
additional goods to the market. 
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Summary 

As a nile, cost of production is the most important of the factors that 
determine the supply of a commodity, so much so that under competition there 
is a strong tendency for cost to equal price. As used in economics, cost of 
production includes a return at tlie market rate to all the factors of production; 
even those that pertain to the owners of a business. This means that for a 
businessman to make profits in the economic sense he must have something 
left over after he has allowed interest on his own investment, rent on his own 

land, and a salary for his own services. 

It is important to remember that costs of production are really prices. They 

are the prices that the businessman must pay for the things he needs in order 
to produce commodities and services. Like other prices they are determined 
by supply and demand. To the businessman who employs factors of produc-^ 
tion, their prices are costs. However, to the people who sell these factors, their' 
prices constitute income. Costs of production are sometimes called opportunity 
costs, because to obtain a factor of production an enterprise must pay at least 
as much as the other “opportunities” that are bidding for its use. Under 
conditions of perfect competition all users of a factor would pay -the same 

price for it. 

In the short run costs of production have only a limited influence on price. 
In the special case of fixed supply they have no effect at all. In general, the 
longer the period of time under consideration, the greater the influence of 
cost on prices. However, if a good is not reproducible, there is no relation 
whatever between cost and price, even in the long run. This is because cost of 

production affects prices only by controlling supply. 

In the intermediate period, the relationship between costs and prices is 
somewhat complex. To understand this it is necessary to study the individual 
firm and to see how changes in the rate of production affect costs. However, 
in order to analyze the relation between costs and the rate of output, it is 
necessary to define certain basic cost concepts, especially fixed costs, variable 

costs, and marginal costs. 

We find that as production is expanded in a given plant, if variable costs 
per unit remain constant, average cost per unit declines. This is because fixed 
costs are spread over more and more units. If fixed costs are a relatively large 

part of total costs, the decline in average cost is rapid. 

In the following chapter on Proportionality, the principle of diminishing 
returns will be examined. This principle also plays a major part in explaining 
the relation between costs and the rate of output, and hence in explaining the 

relation between costs and prices. 
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Study Questions 

1. As the term is used by economists, what does cost of production mean? 

2. Businessmen and economists do not always mean the same thing by 
costs of production. Explain. 

3. Define profits as the term is used in the text. 

4. The ‘‘profits” referred to by Mr. Keller in the quoted passage may not 
be profits at all in the strict economic sense. Explain. 

5. It is not always easy to determine the true economic cost of producing a 
commodity. Why? 

6. What are opportunity costs? 

7. What is the difference between variable costs and fixed costs? 

8. As the rate of production in a given plant is increased, explain what will 
happen to average unit cost 

a. If fixed costs are very large and variable costs per unit of output 
remain constant; 

b. If fixed costs are almost negligible and variable costs per unit of output 
remain constant; 

c. If variable costs per unit of output keep rising. 

9. Which of the following can be considered fixed and which variable costs? 

a. Interest on borrowed funds used to purchase machinery. 
h. Raw materials used in production. 

c. Wages of labor paid on an hourly basis. 

d. Wages paid on a yearly basis. 

e. Interest on capital invested in the business by owners, 

f. Salaries of the president and other executive and managerial officers. 

g. Maintenance. 

h. Depreciation. 

i. Commissions paid to salesmen. 

Exercises 

1. The price of the stock of the X Corporation is $50 per share. Out 
of net income for the year the company is able to declare dividends of $5 
per share and to add to surplus a sum equal to $2 per share. Estimate the 
amoimt of profits earned per share in dollars and also as a percentage on the 
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investment. What reasons make it difficult to determine the actual economic 
profits of a corporation? 

2. a. What are the annual costs of production in the following business? 
Mr. Smith, the owner and manager, has invested $1,000,000 in buildings and 
machinery. In order to devote his time to this enterprise he gave up a $25,000- 
a-year position with a large corporation. Taxes, depreciation, and maintenance 
amovmt to $100,000 per year, and the prevailing rate of interest is 5 per cent. 
Material and labor costs are $3,000,000. 

b. Of the above items, which the economist would count as costs, which 
might not be so considered by the businessman? Explain this difference in 
viewpoint. 

3. The capacity of a factory is 200,000 units. The investment in the plant 
is $1,000,000. Interest and depreciation together equal 10 per cent of the 
investment annually. Other fixed charges are $50,000. Variable costs are 
constant at 50 cents per unit of output. 

a. Draw up a table showing total fixed costs, average fixed costs per unit, 
average variable costs per unit, and average total costs per unit when the 
factory is operating respectively at 10, 20, 30, 40, 50, 60, 70, 80, 90, and 100 
per cent of capacity. 

4. The following cost conditions prevail in a factory: 
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a. Complete the table. 

b. On a graph plot and draw curves representing (1) average fixed costs 
per unit, (2) average variable costs per unit, and (3) average total costs per unit. 

c. What are possible reasons for the increase in variable costs as production 
increases? 

5. An advertisement stated as follows: 

Every schoolboy knows that the price of an article is the sum of the materials 
in it, wages needed to make it, taxes taken by the government, profit without 
which the manufacturer couldn’t stay in business. 

Add them all together and you have the price of the product. Increase the 
size of any of them, and price goes up. Two plus two still equals four. 

a. Do you agree with the definition of price as used in this statement? 
Rewrite this article using the correct term in place of price. 

h. What assumption as to the relationship of price and cost of production 
is made in this statement? Is this assumption correct? Why or why not? 
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12. Proportionality 


We noted in the preceding chapter that for a given enterprise some costs 
of production are hkely to be fixed in the intermediate period. This results 
from the circumstance that, for this period, some of the factors of pro- 
duction are fixed. New plant and equipment cannot be built; neither 
can old plant and equipment be abandoned without loss. As a result, 
expansion of production from a low level up to the rated capacity of 
existing plant causes average cost to drop by spreading fixed costs over 
more and more units of product. It should be emphasized, however, that 
fixed cost is essentially an intermediate-period concept, because in the 
long run all the factors of production used by an enterprise, and conse- 
quently all its costs, are variable. 

In this chapter we are still interested primarily in analyzing the 
behavior of costs of production in the intermediate period. In the pre- 
ceding chapter we assumed that as the production of a plant was 
expanded variable cost per unit of product remained constant. On the 
basis of this assumption, expansion of production caused average total 
cost to decline, though at a constantly decreasing rate, until the limits 
of plant capacity were reached. Actually, however, average variable cost 
is not likely to be constant. Up to a certain point it usually falls; beyond 
this point it rises. If production is pushed far enough, the rise in average 
variable cost will eventually more than offset the fall in average fixed 
cost, with the result that average total cost will also begin to rise. 

Cost curve of the individual firm. We find, then, that the costs of an 
enterprise follow a characteristic pattern as production is expanded 
within the limits of existing plant capacity. If volume of output is plotted 
along a horizontal axis and average unit costs along a vertical axis, as in 
Fig. 1, a graph of average unit costs tends to be U-shaped. However, 
the precise shape of the average unit cost curve will vary greatly from 
firm to firm. In some instances the U may be nearly perfect; in others 
the base of the U may be flat, indicating a long range of output where 
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average unit costs are almost constant; in still other instances, the span 
of decreasing costs may be short, with increasing costs becoming evident 
very soon as output rises. Several possible shapes of this average unit 
cost curve are shown in Fig. 1. 

We have noted that two factors account for the characteristic pattern 
followed by average costs. The declining phase of the U curve is explained 


Y 



Fig. I.^Variety of possible shapes of overage unit cost curves os indicated by those 

for firms A, B, and C. 

partly by the spreading of fixed costs over more units of product and 
partly by tlie tendency of unit variable costs to decline in the early 
stages of expansion. Tlie rising phase of the U curve is accounted for 
entirely by the increase in unit variable costs which always occurs if 
production is pushed well beyond the most efiBcient capacity of a plant. 
Our next problem is to explain why variable costs per unit first fall and 
later rise as the rate of production is increased. 

Principle of diminishing returns. The chief explanation of the early fall 
and later rise of unit variable costs is the principle of diminishing re- 
ftims.' We have noted that, for a given firm, certain factors of production 
tnay be fixed in amount over considerable periods of time. In many 
cases the fixed factor is a manufacturing plant of a oextain sine. The 
firm cannot easily change the capacity of the plant; but tt can readily 

^ Some writers prefer to celt this law the principle of dimlniahina . 
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increase or decrease its use of the variable factors, labor and materials, 
and so change its rate of production within fairly wide limits. However, 
because of the principle of diminishing returns, the amount of product 
obtained per unit of labor or materials will vary considerably with 
variations in the total quantity of labor and materials employed. The 
principle of diminishing returns may be stated as follows: In a given 
period during which there is no change in the methods of production^ if 
certain factors are held constant while the use of another factor is in- 
creased, up to a certain point the increase in output may be more than 
proportionate to the increase in the variable factor. However, after this 
point has been passed, the output will not increase in proportion to the 
increase in the variable factor. Indeed, a point may even be reached 
where an increase in the variable factor will result in a net decrease in 


the amount of product. 

Diminishing returns is a technological principle. It states the relation- 
ship between the physical quantities of the variable factor employed and 
the physical quantities of output. Its operation was first noted in agricul- 
ture, in connection with attempts to increase the output of a limited area 


of land by applying greater amounts of labor and capital; and its operation 
has been demonstrated time after time on experimental farms. 


For the moment we are interested primarily in the theory of this 


principle, but many practical examples can be found of its operation in 
business and industry. For example, a businessman constructs a factory 
and equips it with a certain number of machine tools. That is the fixed 
factor. Next he hires men and purchases raw materials. Then men and 
raw materials are the variable factors. The raw materials flow into the 
factory, and the proprietor gradually increases his output. The law of 
diminishing returns tells him that his average output per unit of labor 
or materials will at first increase until a high point is reached, after which 


average unit output will start to decline. 

The principle of diminishing returns is illustrated by Table 10, where 
we assume that a fixed amount of labor and equipment is to be employed 
on a specific piece of land. .We also assume, however, that the amount 
of fertilizer used can be varied. The table shows the output that would 
be obtained in an average season if any one of various quantities of 


fertilizer were applied. 

Let us analyze the results disclosed in the table. As successive units 
of fertilizer are applied to the land, the total product secured increases 
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constantly. However, this total reaches a maximum with the application 
of the eleventh unit, and the use of a twelfth unit of fertilizer actually 
decreases the total amount of product. We therefore call the application 
of the eleventh unit the point of diminishing total returns. 


Table IQ.^Effect of Fertilizer on the Output of a 

Certain Piece of Land 


Units of 
fertilizer 

Total 

product 

Total product 
added by 
fertilizer 

1 

Average product 
per unit of 
fertilizer 

Marginal 
product of 
fertilizer 

(1) 

(2) 

(3) 

(4) 

1 

(5) 

0 

10 

0 

0 

0 

1 

13 

3 

3 

3 

2 

24 

14 

7 

11 

3 

40 

30 

10 

16 

4 

74 

64 

16 

34 

5 

100 

90 

18 

26 

6 

124 

114 

19 

24 

7 

136 

126 

18 

12 

8 

146 

" 136 

17 

10 

9 

154 

144 

16 

8 

10 

160 

150 

15 

6 

11 

164 

154 

14 

4 

12 

154 

144 

12 

-10 


Column 3 shows the total amount of product that can be attributed to 
the use of fertilizer, and Col. 4 shows the average output added by a unit 
of fertilizer. Column 4 reveals that the average product of the fertilizer 
increases until after tlie sixth unit is used. The sixth unit produces the 
largest average product, and beyond this point average product declines. 
We call the point where average product is greatest the point of 
diminishing average returns. 

Further information is revealed by Table 10. Column 5 refers to the 
marginal product. Before we go further, the meaning of the term 
"marginal product** should be carefully noted. It >%ill be obserx’ed that. 
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when one unit of fertilizer is applied, the total added product is 3; 
whereas when two units are applied, the total added product is 14. 
Since the only condition changed is the amount of fertilizer, the entire 
increase in product must be due to the fertilizer. In other words, it is 
evident that two units of fertilizer make a better combination of the 
variable factor with the fixed factors than does one unit. As a result, the 
product is increased greatly. The term "marginal product” refers to the 
addition to total product that results from the addition of one unit of the 
variable factor. Thus, the addition of the second unit increases the total 
product from 3 to 14, an addition of 11. Again, the addition of the third 
unit increases the product from 14 to 30, or an increase of 16, and so on. 
It will be observed that the high point is reached when the fourth unit 
of fertilizer is applied, for the increase in product attributable to that 
unit is 34. Since this is the high point, it is called the point of diminishing 
marginal returns* 

Two things must be noted: (1) The point of diminishing returns, 
whether total, average, or marginal, marks the end of increasing returns. 
(2) The points of diminishing returns are not all reached at the same time. 
In the illustration given above, the point of diminishing marginal returns 
is reached first; then average, and finally total. This is always the order 
in which these points are reached. 

Diminishing returns and costs of production. Since in the illustration 
above, fertilizer is the only variable factor of production, it is clear that 
the price of fertilizer represents the variable costs of production. If the 
price of fertilizer never changed and if the average amount of product 
per unit of fertilizer never changed, average variable cost per unit would 
always be constant. For the present we shall assume that the price of 
fertilizer is fixed. However, we have already noted that, because of the 
law of diminishing returns, as production is expanded the average amount 
of product per unit of fertilizer first rises and then falls. Since the greater 
the product the less its cost, and vice versa, this clearly means that the 
average variable cost of the product first falls and then rises. 

In the preceding chapter we illustrated by Table 9 how the existence 
of fixed costs affects average imit cost of production as output is ex- 
panded. To eliminate as much as possible the influence of variable costs, 
we assumed that these remained constant per unit of product. Now, 
however, our problem is to examine the behavior of variable costs and 
to discover how they affect average unit total cost. 
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To suupliiy OUT probltMii. let iis first examine the behavior of ^•ariable 
costs alone. We list'd Table 10 to illustrate the principle of diminishing 
returns. We shall now use the same figures, witli one modification, as a 
basis for illustrating changes in xariable costs. The modification is this: 
.\ssunic that no production at all is possible without fertilizer. As a 
resxilt, the column headed Total product added by fertilizer will be- 
come the Total product column. Land, labor, and equipment are still 
the fixed factors, but to eliminate the influence of fixed costs assume for 
the moment that the fixed factors of production are free. All costs then 
become variable and result from the use of more or less fertilizer. 
Table 11 is based on these assumptions, and on the further assumption 
that fertihzer costs $20 per unit. 

Table 11 


Units oj 
fertilizer 

Total 

product 

Total 

cost 

Average 
product ^ 

Average 

cost 

Marginal 

product 

Marginal 

cost 

1 

, 3 

$ 20 

3 

$6.67 

3 

$6.67 

2 

14 

4 a 

7 

2.85 

11 

1.82 

3 

30 

60 

10 

2.00 

16 

1.25 

4 

64 

80 

16 

1.25 

34 

0.59 

5 

90 

100 

18 

1.11 

26 

0.77 

6 

114 

120 

19 

1.05 

24 

0.83 

7 

126 

140 

18 

1.11 

12 

1.67 

8 

136 

160 

17 

1.18 

10 

2.00 

9 

144 

180 

16 

1.25 

8 

2.50 

10 

150 

200 

15 

1.33 

6 

3.33 

11 

154 

220 

14 

1.43 

4 

5.00 

12 

144 

240 

12 

1.67 

1 

-10 



The table shows that the average cost at first decreases until a minimum 
point is reached, after which it increases, a result we would expect if we 
understand the principle of diminishing returns. The reader will note 
that, if we graphed the average costs shown in this table, we would get 
a U-shaped curve similar to the typical average unit cost curve which 
results when fixed costs as well as variable costs must be taken into 
account. This is to be expected, because the typical average total cost 
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cui*ve, especially the rising portion of it, is to a considerable extent 
determined by the trend of average variable costs. Another fact may be 
noted in Table 11. If the marginal costs were graphed, the resulting 
curve would also slope downward at first and later rise; and it would 
intersect the average cost curve at the lowest point of the latter. 

Principle of proportionality or best combination. We have now 
examined the effect of both fixed costs and the principle of diminishing 
returns on the average unit costs of a firm at various levels of output; 
and we have seen that these t\^^o forces account for the U shape of the 
average unit cost curve in the intermediate period. If certain factors of 
production are fixed and the prices of all factors are known, there will 
be a certain level of output, that is, a certain combination of the variable 
factors with the fixed factors, which will result in the lowest average 
cost. In practice, however, the average unit cost curve may be almost 
horizontal over rather wide variations in output. In any case, we must 
not fall into the error of supposing that the businessman should always 
stop expanding production when he reaches the point of lowest average 
unit cost. If often pays him to increase production even though his 
average cost is rising. This is true as long as the increase in cost is more 
than offset by increased receipts from the sale of the product. 

We have seen that, where the production of a commodity can be 
increased by applying more of a variable factor to certain fixed factors, 
there is a point at which the physical output per unit of the variable 
factor will be greatest. If, however, we are thinking of the amount of 
product in relation not only to the variable factor but also to the fixed 
factors, there is no combination that is ‘l)est” in a purely physical sense. 
Even after production per unit of the variable factor has begun to 
decline, it will still increase in relation to the fixed factors; and if the 
fixed factors are especially scarce and valuable, it may be much more 
important to get a large per unit output in terms of them than to get a 
large output in terms of the variable factor. 

It is only in an economic sense that there is clearly a “best” proportion 
in which to combine variable factors with fixed factors. In one sense the 
best combination is that which gives the lowest average unit cost for the 
product. To find this combination, however, it is not enough to know the 
quantity of product that the factors of production will yield when com- 
bined in various (physical) proportions. It is also necessary to know the 
prices that must be paid for the different factors. 
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In a sense even more significant to the businessman, the best com- 
bination of the factors of production is that which will produce the 
greatest profits. However, to find this we need still another kind of 
information, namely, the price that the producer can obtain for his 
product. We have already pointed out that it pays to increase production, 
even though average cost is rising, if the rising cost is more than oflFset 
by the price obtained for the additional product. 

It is not difficult to cite examples where the entrepreneur would gain 
from producing beyond the rate of lowest average unit costs. During the 
Second World War, especially during its early stages, many war plants 
were operated beyond the level of lowest unit cost because volume of 
production, rather than cost or effort, was the most important considera- 
tion. Subsequently, when more war plants could be built, the output 
could be adjusted better to the level of greatest efficiency. It was no 
longer necessary to run the existing war plants at maximum output. In 
many cases the adjustment meant sharp reductions of average unit costs. 

The entrepreneur is interested in maximizing his profits; hence, he 
wants to use that combination of factors which will bring him the 
highest net return. When the businessman can count on a fixed price 
for any volume of output, it often pays him to sacrifice high profits per 
unit for a greater volume at lower per unit profits. Even when he must 
lower his price in order to sell an increased output, he may find it 
desirable to expand production beyond the point of lowest unit cost, 
depending on the relation between costs, selling price, and volume of 
sales. 

* 

In the intermediate period it may pay a businessman to keep on 
producing even though he has to take a loss. It is conceivable that, even 
if an enterprise should expand production to the point of lowest average 
cost, average cost would still be higher than the price. Why. in this case, 
produce at all? The answer is that there are fixed costs which would go 
on anyway. Provided the product can be sold at a price that will more 
than cover variable costs, it is better to keep on producing because this 
makes it possible to cover part of the fixed costs. If production were 
stopped entirely, none of the fixed costs would be met. and the total loss 
Would therefore be greater. 

A study of Table 12 will give us a clearer understanding of the 
circumstances that a producer must take into account in deciding how 
far to expand production in the intermediate period. In this table it is 
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assumed that land is the fixed factor and that capital and labor are 
variable factors. This is somewhat more realistic than to assume that 
only a single item like fertilizer is variable. It is also assumed, in order 
to simplify the exposition, that when capital and labor are added, they 
are added in composite units containing a certain amount of each. To 
this last assumption there may be some theoretical objections, but it will 
serve our present purposes reasonably well. Finally, it is assumed that 
the piece of land used rents for $5 a year, that a unit of labor and 
capital costs $6, and that the product sells for $1 a unit. 

Table 12 shows that the point of lowest average cost is reached when 
the sixth unit of labor and capital is applied. The least cost combination 
is, in this case, approximately 35 cents per unit produced. If only five 
units of labor and capital are applied, average cost is 39 cents per unit 
of product. If seven units of labor and capital are applied, average unit 
cost is 37 cents. Thus, average unit cost is greater if either more or less 
than six units of labor and capital are used. 

The fanner now observes his position. His problem is: Shall I continue 
to increase production or shall I be satisfied when I have attained lowest 
average unit cost? His answer always lies in the relationship of marginal 
cost to the increase in receipts from sales. The increase in gross receipts 
that results from the sale of one more unit of product is known as 
marginal revenue. As long as the fanner s marginal cost, that is, the cost 
of producing one more unit of product, is less than his marginal revenue, 
it pays him to increase output. When marginal revenue and marginal 
costs are equal, he will be at the most advantageous position attainable. 
At that point his profits will be greatest, or his losses will be the least 
that he can expect. 

In our particular example, as illustrated in Table 12, the problem is 
simplified by the fact that the fanner can sell any amount he produces 
at $1 per unit. Hence his marginal revenue is always $1. The fanner is 
selling in a market where competition is nearly perfect. In such a market 
marginal revenue is equal to price because the sale of additional units 
of product increases gross receipts by the full amount of the price re- 
ceived. We can say, therefore, that in a perfectly competitive market the 
entrepreneur will always find it advantageous to continue to increase 
his output until marginal cost is equal to price. It should be noted, 
however, that in order to find the point where marginal cost and price 
are exactly equal we would have to divide the factors of production and 


Table 12.-Costs of Production of the Individual Firm as Output Expands 
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romt Of total diminisnins returns. 
Point of average diminishing returns. 
Point of marginal diminishing returns. 
P<MOt of lowest average cost. 

Point of greatest profits. 
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the product into extremely small units and then increase production very 
gradually. In an arithmetic illustration like Table 12, where we add 
capital and labor in units of some size, it would be only an accident if, 
on the addition of a certain unit of the variable factors, marginal cost 
were exactly equal to price. Instead we are likely to find a point at 
which the addition of one more unit of capital and labor will cause 
marginal cost to jump from a level below the price to a level above it. 
In this case the producer should expand production only as far as is 
possible without pushing the marginal cost above the price. 

In Table 12 we observe that average marginal cost remains below the 
selling price until the application of the tenth unit of labor and capital. 
However, with the application of this unit the marginal cost jumps to a 
level much above the price. Consequently, the producer represented by 
the table should employ only nine units of labor and capital.- It may be 
noted that when he employs nine units his total profit is greatest, and 
that the use of a tenth unit causes it to decline. It is clear, then, that 
employing nine units of labor and capital gives the best combination of 
the variable factors with the fixed factor. 

We have already noted that in the intermediate period it may pay an 
enterprise to produce at a loss rather than to shut down completely, 
since, by producing, the loss may be reduced. In this case the principle 
that production should be increased as long as the marginal cost is less 
than the price still applies. If the additional cost of producing another 
unit of product is less than the price that can be obtained for that unit, 
it is clear that producing the unit will somewhat reduce the total loss 
that the enterprise is sufiFering. A firm that is losing money may reach 
the point where marginal cost rises above price before it reaches the 
point of lowest average cost. In that case it does not pay to increase 
production to the point of lowest average cost. 

We can learn something more from inspection of Table 12. Marginal 
cost reaches a low point at the fourth application of labor and capital; 
nevertheless, since marginal cost is less than average unit cost, average cost 
continues to decline. However, once marginal cost becomes greater than 
average unit cost, average unit cost begins to rise. At precisely the point 
of lowest average cost, marginal cost and average cost are equal. The 
equality of marginal cost and average cost cannot be seen in the table 
because of the size of the units employed. If we could divide labor and 

2 This statement assumes, of course, that units of labor and capital cannot be divided- 


PROPORTIONALITY 


177 


capital, as well as tlie product, into extremely small units, we could find 
a point at which marginal cost and average cost would be exactly equal. 

We have been assuming in discussing the relation between costs, 
volume of production, and price that the price is constant. Under 
perfect competition, price cannot be influenced by an individual pro- 
ducer; nevertheless it may go up or down as a result of changing 
conditions in the market. A study of Table 12 will make it clear that a 
change in price, if suflRcient, will change the level of output that will 
yield maximum profits. A rise in price will induce the producer to in- 
crease production, even though such an increase will raise both mar- 
ginal cost and average cost. Conversely, a fall in price will induce him 
to contract production. 

Principle of variable proportions. Before we conclude this chapter on 
proportionality, one other principle should be stated, namely, the prin- 
ciple of variable proportions. 

The principle of variable proportions is essentially a generalization 
of the principle of diminishing returns; The early writers on economics 
who stated the law of diminishing returns were thinking of land as the 
fixed fafctor; therefore, they assumed that the principle applied only to 
the product of labor and capital employed on land. Later it was recog- 
nized that under some circumstances any factors of production might 
be fixed. Consequently, the principle was stated in the more general 
terms of the definition given earlier in this chapter. This definition rec- 
ognized that, no matter which factors are fixed, the principle of diminish- 
ing returns will apply to the factor or factors that are variable. 

However, the principle of variable proportions goes even further than 
this. For most enterprises the assumption that some of the factors of 
production are fixed is valid only for the intermediate period. In the 
long run, for a given firm, all the factors of production are variable, and 
any of them can be either increased or decreased. Suppose, for example, 
that young Mr. Ford is considering his long-run policies in the building 
of automobiles. He can choose to use more machinery and fewer men, 
or he can choose to use less machinery and more men. Whichever com- 
bination he chooses, he can attain his goal, which is, let us say, the 
production of 1,000,000 automobiles per year. However, one of these 
combinhtions may bo a considerably cheaper means of producing auto- 
mobiles than the other, and obviously Mr. Ford will choose the one that 
he believes will produce that number of cars at the lowest a\-erage unit 
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cost. In doing so he is applying the principle of variable proportions. 
This principle may be stated as follows: Various combinations of capital, 
land, and labor may be employed to achieve the same goal, but some of 
these ccmbinations will result in lower costs than others. 

Just as there is no one best proportion in a physical sense in which 
to employ the factors of production when some are fixed and some are 
variable, so likewise there is no one best proportion, physically speaking, 
in which to combine them when they can all be varied. The best com- 
bination of the factors is that which will give the lowest cost, and in 
order to find this one must know not only the amount of product to be 
obtained by various combinations, but also the prices to be paid for the 
different factors. Since these prices vary in different countries, the best 
combination in one country may not be the best in another. 

In the United States, for example, business has constantly sought to 
invent laborsaving machinery. Ours is the most industrialized nation in 
the world in terms of capital employed per unit of labor. In some other 
countries, like China, capital is very scarce, interest rates are high, and 
as a result few machines are employed. During the war, different methods 
of accomplishing the same objective often were used in China ‘and the 
United States. When airfields were built in China, thousands of coolies 
were employed. By sheer sweat and toil the soil was removed and the 
field was built; the combination was a great quantity of labor and an 
insignificant amount of capital. Yet, because the cost of capital was very 
great and wages very small, the total cost of building the airfield may 
have been less than if bulldozers and other capital equipment had been 
employed, with only a few men to operate them. In the United States, 
on the other hand, when airfields were built, great quantities of capital 
equipment were used with relatively few men. In this country such a 
combination was best. It resulted in the lowest costs, because capital is 
cheaper here than in China, while wage rates are much higher. 

We have pointed out that for a given enterprise, although some factors 
may be fixed over considerable periods of time, in the long run all factors 
are variable. For the economy as a whole, however, variability is much 
less. Even in the long run some factors of production are pretty definitely 
fixed in total quantity. For the most part these fixed factors are in the 
group that we classify as natural resources, or land. Any attempt, there- 
fore, to increase the total product of the economy by employing more 
labor and capital brings into operation the principle of diminishing 
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returns. The effect of diminishing returns may be offset, and so obscured, 
by improvements in technology. If, however, methods of production 
remained much the same, the amount of product per unit of labor or 
capital would decline. 

It is important to remember that the principle of variable proportions 
applies to those situations where essentially the same results can be 
obtained by using the factors of production in varying proportions. In 
certain industries the methods of production used determine rather 
definitely the proportion in which the factors must be combined. Over 
long periods of time some variation is possible, but only within rather 
narrow limits. In other industries, however, it is possible to vary over a 
wide range the proportions in which the factors of production are 

combined. 

Summary 

This chapter continues the analysis of the cost of the individual firm in the 
intermediate period. It notes that, as a firm increases production, its average 
cost curve tends to be U-shaped. The declining portion of this curve can be 
accounted for in part by the existence of fixed costs, the effect of which was 
explained in the preceding chapter. The chief purpose of the present chapter 
is to explain the changes in variable costs per unit of product which occur 
with changes in output, and to show how these changes in variable costs affect 
average unit costs, marginal costs, profits, and the rate of output itself. 

If we assume that the prices of the factors of production are constant, 
changes in unit variable costs can be explained only by the principle of 
diminishing returns. This principle relates to the proportions in which the 
variable factors of production are combined with the fixed factors. It indicates 
that, as production is increased by employing more of the variable factors, in 
the early stages of expansion both the average and marginal output of the 
variable factors will increase. This will reduce marginal cost and tend to 
reduce average total unit cost. On the other hand, in the later stages of 
^pnnsion both the average and the marginal output of the variable factors 
will decline, and this will raise marginal cost and tend to raise average 
total cost. 

We conclude, then, that the declining portion of the typical average unit 
cost curve is accounted for partly by the existence of fixed costs and partly by 
the principle of diminishing returns, while the rising portion of the curve is 

ftccounted for entirely by the effect of diminishing returns on average variable 
costs. 
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The principle of diminishing returns deals with the relation of the physical 
input of the variable factors to the physical output of the product. Nevertheless, 
if we consider the fixed factors as well as the variable factors, there is no best 
combination in a purely physical sense. The best combination is the most 
profitable one. To find this we must know both the prices of the factors and 
the prices of the product. We should note, however, that the lowest average 
cost may not mean the greatest profit. Under perfect competition the greatest 
profit is obtained when production is increased until marginal cost is equal 
to price. 

The principle of variable proportions is a generalization of the principle of 
diminishing returns. In the intermediate period, for the individual firm, some 
factors of production are fixed. In the long run all factors can be varied, and 
the producer must decide how much of each he will use. Often the same 
result can be obtained by employing the factors in different proportions; 
however, these different proportions will result in different costs of production. 
Again there is no best physical combination. The best combination is the one 
that gives the lowest average unit cost. 

Though in the long run all factors of production are variable for a given 
firm, this is not true for the economy as a whole. Natural resources are more 
or less fixed in total quantity. Therefore, under any given methods of pro- 
duction, increasing output by employing more labor and capital will increase 
costs by reducing both the marginal and the average product of a xmit of 
labor or capital. 

Study Questions 

1. Describe the usual pattern followed by average unit costs when pro- 
duction in a given plant is expanded from a very low level up to maximum 
capacity. 

2. The principle of diminishing returns accounts in large part for the. 
characteristic shape of the average unit cost curve of a firm. Explain why 
this is true. 

3. How will the average unit cost curve of a firm be affected by the 
existence of large fixed costs? 

4. Name the three points of diminishing returns. What is the order in which 
these points are reached? 

5. Is there a best combination of the factors of production in a purely 
physical sense? Explain. 
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6. In an economic sense, when are the factors of production combined in 
the best proportions? 

7. What kinds of information must the businessman have in order to find 
the best economic combination of the factors? 

8. In a competitive market it often pays a producer to expand production 
even if in so doing he increases his average unit cost. Why? 

9. When does it cease to be profitable to increase the rate of output of a 
factory? 

10. Under what conditions will a producer find it in his interest to stop 
expanding production when he has reached the point of lowest average 
unit cost? 

11. State the principle of variable proportions. 

12. Why is the best proportion in which to combine the factors of production 
in one country not always the best in another? 

13. There are limitations on the power of the businessman to change the 
proportions in which he employs the factors of production. What are 
some of these limitations? 


Exercises 

1. A producer has 1 acre of land on which he raises com. The amount of 
com he can produce depends on how many units of labor and capital he 
employs, as indicated by the following schedule: 


Units qf Labor Bushels 

and Capital oj Com 

1 10 

2 25 

3 45 

4 62 

5 70 

6 75 

7 78 

8 77 


0. Construct n table that will show, in terms of the number of units of labor 
ftnd capital employed. (1) total product, (2) average product, and (3) marginal 

product. 
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h. On the table show: (1) the point of total diminishing returns, (2) the 
point of average diminishing returns, (3) the point of marginal diminishing 
returns. 

2. Suppose that the acre of land in Exercise 1 rents for $4 per year, that 
a unit of labor and capital costs $5, and that a bushel of com sells for 50 cents. 

a. By means of a table show for the various levels of output: (1) Average 
cost per bushel, (2) marginal cost per bushel, (3) total cost, (4) gross sales 
income, (5) total profits. 

b. How many units of labor and capital should be employed to obtain the 
lowest average cost? How many to give the greatest total profit? 

c. Compare average and marginal costs at the point of lowest average cost. 
Is this the point at which they are most nearly equal? 

d. Represent the average and marginal cost curves on a graph. 

• 
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13. Price in the Intermediate 


Period 


Thus far our study of price determination has revealed that in the short 
run the amount of goods offered for sale can be varied only out of stocks 
on hand. The demand for such goods, therefore, largely determines the 
price at which they can be sold. Moreover, since the cost of producing 
the goods has already been undergone, such costs can have little influence 
in the market. 

In this chapter we shall be concerned with another phase of price 
determination. We shall survey the forces that affect prices in the inter- 
mediate period; that is, the period within which plant capacity is fixed, 
but a period sufficiently long so that producers can increase output within 
the limits of plant capacity or decrease it if the price declines. The 
assumption of perfect competition will be continued. Certain initial 
changes in demand will be postulated. However, it will be assumed that 
during the period of price adjustment both the supply and demand 
schedules for a given commodity remain static or unchanged. 

Demand schedules in the intermediate period. No sharp line can be 
drawn between demand schedules for the intermediate period and de- 
mand schedules for the short run or the long run. This is because tlie 
intermediate period is distinguished from the other periods by differences 
in conditions of supply, and not by differences in demand. However, 
demand schedules for longer periods of time tend to differ somewhat 
from those for shorter periods. It will be recalled that a demand scliedule 
is a list of the quantities of a good that buyers are willing to take at 
various prices, in a given market in a given period of time. It is assumed, 
for the period in question, that the willingness and ability of buyers to 
purchase the commodity remain constant, except as affected by changes 
in the price of the commodity itself. In short periods, like a day or a week. 
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the action of buyers is likely to be greatly influenced by their opinions 
of future prices, and this fact is reflected in the short-run demand 
schedule. If buyers think the price of a commodity is going to rise next 
week, tliey will buy more this week and so temporarily build up their 
stocks. On the other hand, if they think the price will fall next week, they 
will buy less now in order to take advantage of the lower price in the 
future; and by this action they will temporarily deplete their stocks. 
However, buyers can build up or deplete their stocks only within limits. 
Over longer periods this factor becomes less important, and therefore 
expectations of future prices have less power to influence the demand 
schedule. As a result, in the intermediate period (and even more in the 
. long run) the quantity of a good that people ^vill purchase at any given 
price tends to correspond with the quantity that they are willing to 
consume at this price. It is assumed that their tastes and incomes, and 
the prices of other goods, remain constant. If any one of these factors 
changes, it will mean a change in the entire demand schedule. 

Supply in the intermediate period. In the intermediate period the 
production of a commodity can change only as a result of a change in the 
rates at which individual producers operate their plants. If the price 
declines, some or all producers will reduce their rate of output and prices 
will rise. On the other hand, if prices increase enough as a result of an 
increase in demand, all the firms that are able to do so will step up 

output. 

We must remember, as we view any intermediate period, that some 
producers may be operating near the physical limits of their plant 
capacity. Since, by assumption, no new plant capacity can be introduced, 
these producers are unable to increase output. Of course they may 
decrease it if prices decline. Other firms may be able to increase produc- 
tion only slightly. However, some producers with unused capacity can 
increase production greatly if prices climb. In the intermediate period 
it wiU nearly always be possible to step up the total output of an industry 


if a rise in prices creates a suflBcient inducement. 

If the price falls, each producer in the intermediate period can reduce 
output; and since a fall in price will bring price below marginal cost, 
each producer will be induced to contract output in order to bnng down 

his marginal cost. , , , 

Let us observe more carefully how individual producers m an md^tty 
•11 j. ^ in nrir>A .Siinnose a firm with excess capacity nnos 
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that its marginal cost is less than price. This firm will increase output to 
the level where price and marginal cost are again equal. Each producer 
will respond in the same way. As a result, additional goods will be pro- 
duced and brought to the market. Contrariwise, each firm will reduce its 
output if it finds that marginal cost is above price. As a result, output 
of the industry will decrease. 

We may conclude, therefore, that in the intermediate period total 
output will be increased or decreased as price rises and falls. Later in 
the chapter this relationship will be discussed further. 

Demand for the product of the individual producer. In a market in 
which competition is perfect, the individual producer will receive the same 
price whether he produces much or little. In other words, from his point of 
view the demand schedule for the product will be perfectly elastic. The 
market demand schedule for the commodity will, of course, show that 
larger amounts can be sold only at lower prices. However, since any 
amount that the individual can produce will be negligible in comparison 
with total production, his contribution will not affect the price. Conse- 
quently, he will act as if he could sell an unlimited amount at the market 
price. 

Figure lA shows the market supply and the market demand for wheat 
in the intermediate period, and also the market price; Fig. IB shows the 
demand curve and the marginal and average cost curves of an individual 
producer. 

In Fig. lA, DD is the demand curve and SS the intermediate period 
market supply curve. The equilibrium price is PN, or $1. In Fig. IB, the 
price line is the demand curve of an individual producer, AC his average 
cost curve, and MC his marginal cost curve. Figure IB shows that the 
individual producer receives a price of $1 per bushel no matter what his 
output. This price is determined by market conditions of supply and de- 
mand as indicated in Fig. lA. It will be noted tliat when the producer in 
Fig. IB expands his output to 10,000 bushels of wheat, his average cost 
and marginal cost are botli 75 cents. At this point his average cost is at 
the lowest possible level. However, since every additional bushel of 
wheat can be sold for $1, it will pay this farmer to expand production 
further. If he follows the principles laid down in the previous chapter, 
he will continue to increase production until the cost of an additional 
bushel just equals the selling price. In other words, he will expand pro- 
duction until his marginal cost is just equal to $1. At this point his total 
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output, as indicated in Fig. IB, will be 12,000 bushels; also, his total 
profit will be at a maximum. It is clear, then, that every producer of a 
commodity will attempt to expand production until his marginal cost is 
equal to the selling price. It follows that in the intermediate period the 
marginal costs of the individual and in fact of all producers loill tend to 
be equal to the price. However, the reader should not assume from this 




of Bushels 

A S 

Fig. 1 .—Relationship between market price and the demand and cost curves of the 

individual producer under perfect competition. 

statement that marginal costs determine price. Cost of production is a 
very important factor in price determination, but it affects supply only. 
To understand how price is determined, the demand schedule must 
always be taken into account. 

Equilibrium price in the intermediate period. The action of the 
individual producer gives us a clue as to the total supply that will come 
to the market in the intermediate period. Although, as has been pointed 
out, no one producer can by himself have any significant effect upon total 
supply, yet it is his output when combined with that of all other producers 

that affects prices. 

Since any one producer increases production until his marginal costs 
equal price, if we wish to find the total quantity that vidll be offered at 
any given price, it is but necessary to total the outputs of all individual 
producers at this price. This output will be determined by a study of the 
marginal cost curve of each producer. Figures lA and IB show this rela- 
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tionship. In Fig. lA tlie intermediate-period supply curve SS is derived 
from the marginal cost curves of all the individual producers. 

Each point on the supply curve SS shows the total amount of wheat 
tliat would be raised and offered for sale annually if the price indicated 
prevailed. At high prices greater quantities will be produced than at 
low prices. This is because each producer will expand output until his 
marginal cost is equal to the price, and the higher the price the greater 
the ex'pansion required to reach this point of equality. For example, if 
the price were 50 cents, when all producers had increased output until 
their marginal costs were also 50 cents, the total output of wheat would 
be only 500 million bushels per year. On the other hand, if the price 
were $1.50, when all producers had expanded until their marginal costs 
were equal to this amount, the total output of wheat would be 1 billion 
bushels. 

However, the actual equilibrium price depends on demand as well as 
supply. The demand curve DD in Fig. lA shows the quanHties of wheat 
that buyers would purchase and consume in a year at various prices. 
The chart indicates that PN, or $1, is the intermediate-period equilibrium 
price. At that price the quantity that producers will raise and offer for 
sale is 800 million bushels; and this is also just the quanHty that buyers 
will purchase and consume. 

. Differences in average costs. It should be noted that in the inter- 
mediate period the average costs of different producers may show 
variations even when price is in equilibrium. As a result, some producers 
may be making profits, some just breaking even, and others taking losses. 
Even so, the same principle applies, namely, that to make the largest 
profit (or the smallest loss) every producer should expand output until 
marginal cost equals price. 

Effect of price changes on the individual firm. A change in the selling 
price of a commodity will, of course, change the profit situation of each 
firm. At a relatively high price a finn may be able to make substantial 
profits; at a somewhat lower price it may just break even; at a sHll lower 
price it may suffer substantial loss. Moreover, if the price is below average 
variable costs, the firm should not produce at all, since tlie variable costs 
Can be saved by shutting down completely. However, if the price will 
niore than cover variable costs, it is better to go on producing, even 
though the price will not cover average unit total costs. Any excess over 
variable costs helps to meet fixed costs; if the plant were shut down, 
fixed costs would go on anyway and would be a complete loss. 
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Figure 2 shows what the position of an individual firm might be at 
different prices for its product. ATUC is the average total unit cost curve, 
AVC the average variable cost curve, and MC the marginal cost curve. 
PH, PiG, P^Py and P3E represent four possible prices of the product. 
The figure shows that, if the price were PH, this firm should expand 
production to OH in order to maximize profits. At this output marginal 
cost would equal price, but average total unit cost would be considerably 



Fig. 2.— Position of individual firm when its product sells at any one of several prices. 

below the price; and as a result profits would be substantial. If the price 
were PiG, the firm should carry production to OG. At this output 
marginal cost, average total unit cost, and price would all be equal, 
and the firm would just break even. At a price of P2P production should 
be OF. At this price it is not possible to cover average total unit costs, 
and consequently the firm must produce at a loss. However, it is better 
to produce than to shut down, for the price P2P more than covers 
variable costs. Finally, at the price P3E it would not pay to produce at 
all, since this price is less than average variable costs even at OE, the 
most favorable level of output. 

Nature of the tendency of marginal cost to equal price. It is important 
to understand just what is meant when it is said that marginal cost tends 
to equal price in the intermediate period. The effective operation of this 
principle depends on two assumptions: (1) that producers are seeking 
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maximum profits and (2) that they are able to make reasonably correct 
judgments as to tlie prices that they will be able to obtain and the costs 
that they will incur. However, in a changing world in which the future 
is usually unpredictable, producers cannot possibly know just what future 
costs and future prices will be. Even under perfect competition, for 
producers to know future costs and future prices, the economic conditions 
affecting these costs would have to be static; or else the rate at which 
each condition was changing would have to be regular and predictable. 
In a static economy, or in an economy in which future costs and prices 
could be estimated with accuracy, there would be an exact equality 
between marginal costs and prices. 

Summary 

This chapter has explained the determination of prices in the intermediate 
period, under conditions of pure competition. Emphasis was placed on the 
conditions that affect supply. Further attention was given to the position of 
the individual firm in order to detennine the conditions under which it would 
expand or contract production. This contributed to an understanding of supply 
because, although no single firm can influence the market, conditions that 
affect one firm may affect many; and expansion or contraction by a large 
number of firms will change the market supply and hence the price. It was 
found that in the intermediate period each firm tends to increase production 
until its marginal cost equals price. Consequently, the marginal cost of all 
firms tends to equal price in the intermediate period. 

However, marginal cost does not determine price. Costs of production are 
the principal factor controlling supply, but to understand price determination 
we must also take into account demand. In the intermediate period both prices 
and the level of marginal costs are determined by the equilibrium between 
supply and demand. It was noted that, even when price is in equilibrium, in 
the intermediate period the average costs of different producers may vary. 
It was also noted that the equality of marginal costs and price is only a 
tendency. For this equality to be completely achieved, not only would com- 
petition have to be perfect, but economic conditions would have to be so static, 
or so predictable, that producers could accurately forecast both their costs and 
their prices. 

Study Questions 

1. In what respects Is the intermediate period different from conditions 
found in the short-nm periodP 
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2 . What conditions are necessary to cause an economy to become static? 

3. Contrast demand in the short-run and in the intermediate period. 

4. Contrast supply in the short-run and die intermediate periods. 

5. Can total output be increased suflRciently in the intermediate period to 
have an appreciable effect on price? Explain. 

6. Can the increase in output caused by any individual producer have any 
appreciable effect upon prices? Why or why not? 

7. Why must die position of the individual producer be considered when 
the inteiTOediate period is studied? 

8. State the law of price in die intermediate period. 

9. How is the individual firm affected by price changes? 

10. Why does marginal cost tend to equal price in the intermediate period? 

Exercises 

1. In the intermediate period, would you expect to find increasing, de- 
creasing, or constant average costs as an industry increased production to 
capacity? Explain. 

2. Chart the marginal cost curve of an industry as production is increased 
to present capacity. Explain this curve carefully. 

3. Suppose diat a certain producer discovers that in die intermediate period 
the market price is below his average costs of production when he is operating 
beyond the point of least average cost. What should he do? Why? 

4. Suppose the price is below his average costs after he has made all proper 
adjustments necessary in Exercise 3. Under what conditions can he still 
continue production and at what point should he stop production? 

5. If competition prevails and no great progress has been made in ways of 
doing tilings, do you believe that the following statement is true? In the 
intermediate period the price may be in equilibrium even though some firms 
are making great profits.” Explain carefully. 
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14. Price in the Long Run 


Nature oi the long-run period. The long run, as has already been 
noted, is a period suflBcient for a firm to adjust itself to new conditions 
by increasing or decreasing plant capacity. In some industries, where 
little skill and only a few simple machines are needed, operating capacity 
can be increased or decreased rather quickly as demand changes. Many 
small businesses are operated with a minimum of fixed capital and can 
spring into existence or liquidate with every increase or decrease in 
demand. Here the long-run period can sometimes be measured in weeks 
or months. 

On the other hand, some industries require a large amount of fixed 
capital and an elaborate organization with skilled labor. Often such 
industries must operate on a large scale in order to reach optimum size 
and output, and for them the long-run period may stretch into years or 
even decades. The coal industry, for example, has for many years been 
unable to adjust itself to changed demand conditions; so also the rail- 
roads. In such instances, therefore, the period required for adjustment is 
long; and hence, when mention is made of long-run conditions, a period 
of years is involved. 

Prices in the long-run period. To understand price determination in 
the long run it is necessary to analyze long-run cost trends. The analysis 
of costs in the intermediate period indicated that in this period all firms 
tend to produce until their marginal costs are equal, since each produces 
until its marginal costs coincide with the price in the market. In the 
intermediate period, therefore, the price of a commodity tends to equal 
marginal cost. In the long run, however, marginal cost is less significant, 
because given suflBcient time each producer can increase the size of his 
plant and thus increase output without raising his marginal cost. If the 
price of the product is above his average cost, he has an incentive to 
expand output by increasing his plant capacity; and if enough producers 
increase capacity and output the price of the product will fall. On the 
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Other hand, if the price of tlie product is below the average cost of a 
producer, and remains below cost, eventually he will be forced out of 
business; and if enough producers are forced to withdraw from the 
industry, eventually the price of the product will rise. In the long run, 
therefore, price tends to equal average cost of production for the indus- 
try, in tile sense that it cannot remain much above or below the average 
cost of the typical producer. 

Tendency of average costs to become equal. Under perfect competi- 
tion, not only will long-run price tend to equal average costs for the 
industry; there will also be some tendency for the average costs of 
different firms to become equal. There are several reasons for this. First, 
over a long period of time there is likely to be a more even allocation of 
the factors of production among different firms. In the intermediate 
period some firms may have lower costs than others because they have 
superior factors of production; for example, machines. But if perfect 
competition prevails in the markets for the factors, each firm has equal 
access to the factors and will pay the same price for factors of equal 
quality. As a result, in the long run any differences in the quality or kind 
of the factors of production will tend to disappear. 

A second reason that in the long run the average costs of all firms in 
the industry tend to become equal is that each firm has time to expand 
its plant capacity to the best, or optimum, size. In a given industry this 
optimum size is likely to be about the same for all firms. This is because 
in the long run and under competition no factors of production are fixed, 
and each firm will tend to have equal access to the factors and will pay 
tile same prices for factors of the same quality. The reader will recall 
that in the intermediate period the average cost curxe of the individual 
firm is U-shaped. This results from the fact that in the intennediate period 
plant capacity and certain costs are fixed. The long-run cost cui^’e of the 
individual firm may also be U-shaped, but for different reasons. Tlie 
shape of tlie long-run cost curve depends largely on changes in efficiency 
that result from changing the size of the plant. In many industries an 
increase in plant capacity brings economies of large-scale production. 
There is, however, an optimum size; and if plant capacity is expanded 
l^eyond this optimum, costs will no longer fall but will begin to rise. 

Figure 1 represents the relationship of several intermediate-period 
cost curves to the long-run average cost cur%'e of a certain firm. LC 
represents long-run average cost as the firm expands output by increasing 
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the size of its plant. AiCi is the intermediate-period average cost curve 
when the firm operates a plant of less than optimum size; A2C2 is the 
intermediate-period cost curve when it operates a plant of optimum size; 
and AaCa is the intermediate-period cost curve when it operates a plant 
of greater than optimum size. 

The long-run average cost curve, LC, represents the lowest cost at 
which any given output can be produced after the firm has had time to 
make all possible adjustments. Consequently, no part of any intermediate- 
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Fig. 1.— Average costs in the intermediate period and average costs in the long run. 


period average cost curve can lie below LC. The long-run cost curve, 
LC, must envelop, or be tangent to, the intermediate-period curves. 
This means that when average long-run cost is declining, it is more 
economical to build a larger plant and utilize it partially than it is to 
build a somewhat smaller one and operate it at the point of lowest 
average cost. 

Where competition is free, in the long run each firm in an industry will 
attempt to expand plant capacity and output to the point of lowest 
average cost. Each firm is obliged to do this in order to survive because 
the competition of other firms tends to bring the price of the product 
down to this lowest average cost. Hence the long-run price of a com- 
modity tends just to cover economic costs of production when these are 
at the lowest possible level. 

In the real world of business, competition is not perfect, and many 
factors interfere with equalization of the costs of different firms. How- 
ever, if we remember that, when we refer to costs we mean economic 
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costs, we w'ill find that some persistent differences in costs are more 
apparent than real. Often, for example, an enterprise will seem to have 
unusually low costs simply because the owners have failed to allocate 
the proper rate of return to the factors that they themselves own. 

To illustrate, let us suppose that the wheat market is in long-run 
equilibrium with the price at $1 a bushel and average total costs are also 
at $1 a bushel. However, a certain farmer finds that his average costs 
are only 80 cents. Being intelligent, he determines to find out why he is 
apparently able to produce at costs below the general average. Perhaps 
he discovers that his soil is more fertile than most soils, or that it has 
unusually good drainage. If so, it is obvious that he is in possession of 
land that is more valuable than the land owned by his neighbors. His 
land is more valuable because of its productive power. A careful analysis 
will cause him to reappraise the productive contribution of his factors. 
He will then assign a larger share to land as a rental cost which should 
come to him as the owner; and in consequence his cost of production 
v^nll no longer appear to be below the $1 a bushel which is that of his 
neighbors. Another possible explanation of costs that appear to be low 
is a better combination of the factors of production. In this case, since the 
enterpriser is responsible for combining the factors, he should allow 
himself higher wages of management as a reward for his superior abilit>\ 
Here again what appear to be lower than average costs disappear when 
correct allocations are made to the factors of production. 

It should be noted, however, that, even under pure competition and 
static conditions, the tendency for all firms to have the same average 
costs would never completely work itself out, unless we define “static 
conditions” so as to exclude any change in the circumstances affecting 
each individual firm. Usually, however, when we speak of static condi- 
tions in an economy we refer only to the general conditions of economic 
life. The constant factors in a static economy would be such things as 
population, the tastes and general mode of life of the people, tlie re- 
sources available, and the methods of production. Even in a static 
economy there would have to be life and activity and some t>^pes of 
change. Individuals would be born, grow old, and die, even though the 
general character of the population remained the same. Likewise new 
firms would be organized from time to time, and old firms would fail and 
go out of business. Although general conditions and average costs in an 
industry might remain constant, the circumstances affecting individual 


196 


FUNDAMENTALS OF ECONOMICS 

firms would change in unpredictable ways, and their fortunes would rise 
or fall as their management passed from one group to another. As a 
result, even under perfect competition in a static economy, the average 
costs of all firms would never become exactly the same. The differences, 
however, would be much less than we actually find them in the world 
of business. 

Long-run cost trends in different industries. When an entire industry 
changes its rate of production in the long-run period by changing its 
plant capacity, long-run average costs are also likely to change. However, 
the long-run average cost curve for an industry may be quite different 
from the intermediate-period average cost curve for the same industry. 
This is because the forces that operate in the long run are different from 
those which operate in the intermediate period. 

In the intermediate period if an entire industry expands production 
from a very low level to a very high level of present capacity, it is likely 
to show a U-shaped average cost curve, similar to the average unit cost 
curve of the individual film. This pattern is a familiar one. As output is 
expanded, average cost at first falls; later it may for a time be approxi- 
mately constant; but eventually, if production is pushed far enough, 
average cost rises. These cost trends for an entire industry in the inter- 
mediate period simply reflect the cost trends of the individual firms that 
make up the industry. They result from the circumstance that in this 
period some factors of production are fixed for each firm in the industry, 
and therefore for the industry as a whole. 

The long-run cost curve for an industry, however, may follow a 
different pattern from that just described, because in the long nm there 
are no fixed factors or fixed costs for the individual firm. Given time, each 
firm can increase its plant capacity or expand its use of any of the factors. 
This means that it can expand output without bringing into operation 
the principle of diminishing returns. 

To explain the long-run relation between costs and output as an entire 
industry expands production by expanding plant, it is necessary to assume 
that all the factors that affect costs, except plant capacity and the rate 
of output, are held constant. For example, even if there is no change in 
capacity and output, costs will fall if methods of production are improved. 

In order, therefore, to study the relation between cost and the long-run 
volume of output, it is necessary to assume that methods of production 
remain unchanged; or at least it is necessary to assume that there are 
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no changes in methods of production except those which result directly 
from changes in plant capacity and in the volume of output. The problem 
is to discover how such changes alone will tend to affect average costs 
of production in an industry. 

When the long-run relationship between output and average unit cost 
is investigated, great differences are found between industries. Some 
industries, as production is expanded over the long-run period, are sub- 
ject to increasing cost; others are subject to constant cost; and still others 
are subject to decreasing cost. 

Increasing-cost industries. When expansion of production brings a 
long-run increase in the average costs of an industry, it is most commonly 
because of a limitation in the total supply of one or more of the factors 
of production. For an individual firm all factors of production can be 
varied in the long run. For an entire industry, however, this is likely to 
be true only within limits. If an industry is an important user of any 
factor, expansion of output by the industry will increase the demand for 
this factor and hence its price. Moreover, there are definite limits to the 
total supplies of certain factors, in particular those which we classify as 
natural resources, or land. 

The best illustration of an industi'y of increasing costs is fanning, 
especially if we think of farming as a single industry instead of breaking ' 
it up into such subdivisions as hog raising, corn raising, and cotton 
raising. However, when we say that farming is an industry of increasing 
costs, we do not mean that the actual costs of producing agricultural 
products must necessarily rise. In fact the very opposite may be the case, 
for improvements in agricultural metliods may result in substantially 
lower costs. All we mean is that, if the general methods employed in 
farming remain unchanged, any expansion in the total output of farm 
products will, in itself » tend to raise average costs of production. 

It is quite clear that fanning is an industry of increasing costs. Let us 
suppose, for example, that a rise in the prices of agricultural products 
induces the farmers of the country to expand production substantially. 

If we assume that no general improvement in agricultural methods takes 
place, this expansion can occur in only tv^'o ways: (1) Fanners may 
cultivate more land; but for the most part this will be poorer land, which 
it did not pay to cultivate before, and costs of production on it will be 
higher. (2) Fanners may raise more on the land already in use by 
cultivating it more intensively; that is, they may use on it more of such 
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things as labor and fertilizer, factors of production that are less limited 
in supply than is land. However, when they intensify cultivation, even- 
tually the law of diminishing returns will operate, and as a result costs 
of production will rise. 

To illustrate the tendency toward increasing costs as land is cultivated 
more intensively, let us consider the situation faced by a farmer who 
decides to increase production on his land by using more fertilizer. The 
land has a certain natural fertility to begin with, and the farmer may be 
in a position to estimate what his crop will be if he applies no fertilizer. 
He knows, however, that an increase in fertilizer wll increase his output, 
and he can therefore experiment to determine the eflFect of an increase in 
fertilizer upon production and upon average unit costs. Table 13 shows 
the production per acre that could be obtained by adding fertilizer. We 
shall assume in the problem that, before any fertihzer is applied, the 
land will produce 60 bushels of com per acre and that fertilizer is apphed 
in units of 100 pounds. We shall also assume that fertilizer sells for 
10 cents per pound and that other costs aside from the fertilizer are fixed 
and amount to $30 per acre. 


Table 13 


Units of 
fertilizer 
applied 

Total 

production 

Total 

fixed 

cost 

Total 

variable 

cost 

Total 

cost 

Average 
cost per 
bushel 

0 

60 

$30 

% 0 

$30 

$0.50 

1 

65 

30 

10 

40 

0.62 

1 

2 

70 

30 

20 

50 

0.70 

3 

80 

30 

30 

60 

0.75 

4 

90 

30 

1 

40 

70 

0,77 


The table shows that, although the farmer is able to increase production 
with every application of fertilizer, his average cost per bushel increases 

as output is expanded. 

Constant-cost industries. In the long run the costs of some industries 
tend to remain constant as output is increased. Constant-cost industries 
usually meet two conditions: (1) They can increase their use of the 
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factors of production witliout causing the prices of the factors to rise 
much. This is either because they depend principally on factors that are 
relatively plentiful, like labor, or because they use a very small part of 
the total supply of any factor. (2) An increase in their total output does 
not have much effect on the methods used in production. The hand- 
painted china industry would tend to have constant costs for both of 
these reasons. Again, though farming in general is clearly an industry of 
increasing cost, lettuce growing taken by itself may well be an industry 
of approximately constant cost. Doubling the output of lettuce might 
simply mean using twice as much land, labor, and capital without any 
change in the methods of production. There would, to be sure, be an 
increased demand for land, but it would be so small that it would have 
no appreciable effect on either land prices or land rents. Likewise there 
would be an increased demand for labor and capital, but again it would 
be too small to affect either wage rates or interest rates. As a result, the 
average costs of producing lettuce might be almost unaffected even 
though production were increased 100 per cent. It must be apparent, 
then, that many industries meet ratlier well the conditions that allow 
them to operate under constant cost. 

Decreasing-cost industries. In some industries an increase in the total 
volume of production will, in the long run, result in lower average costs 
per unit. This is especially true, up to a certain point, of industries in 
which the use of machinery is important. In such industries, plants must 
be very large if full advantage is to be taken of the savings possible from 
the use of expensive, highly specialized machines. Until total production 
reaches the point where at least one plant can be operated at lowest unit 
costs, the costs for the industry as a whole will decline with expansion of 
output. This decline is a result of what are sometimes called internal 
economies, that is, economies within the organization of the individual 

plant. 

When an industiy is large enough to support plants of optimum size, 
no further internal economies will result from continued expansion of 
output. It is quite possible, however, tliat certain cxtcnxal ccononucs will 
be realized by the industry and that these will bring a still greater 
reduction of average unit costs. Extenial economies are those that result, 
not from improved organization of the individual plant, but from the 
growth of the industry ns a whole. The cost of si>ccialized machines, for 
example, is likely to go down if their manufacturers can sell them in 
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larger numbers. Accessory industries may be established to provide some 
of the things that the industry needs. Finally, as production increases, 
technical schools, trade journals, and various types of speciahzed services 
may appear, and as a result average costs may drop even lower. 

It seems probable that many industries are industries of decreasing 
costs only in the earlier stages of their development. Once an industry 
is large enough to take full advantage of the gains from large-scale 
production and to be well supplied with service and accessory industries, 
further growth is less likely, in itself, to bring economies. There is little 
doubt that the automobile industry was once an industry of decreasing 
costs. It is not certain, however, that it still belongs in this group. The 
question is. Would a further increase in the capacity and average annual 
output of the automobile industry bring additional internal or external 
economies? Or is the industry already so large as to possess practically 
'all the advantages that mere size can give? 

In industries of decreasing cost it is clear that the average costs of the 
typical firm must decrease as the industry expands output. In part, this 
may be because the average firm is able to approach closer to its optimum 
size, in part because it shares in the external economies that result from 
expansion of the entire industry. In industries of constant cost, the costs 
of the typical firm remain constant; in industries of increasing cost, they 
rise. In the latter case the rise in the costs of the typical firm is not a 
result of expansion beyond optimum size. Rather it results from the fact 
that the total supply of one or more factors of production is limited, so 
that when the output of the entire industry is increased, the principle 
of diminishing returns comes into operation. 

Relation of long-run cost trends to price. In the short run an increase 
in the demand for a product will always cause an increase in price. This 
will also be true in the intermediate period. In the long run, however, 
the effect of an increase in demand will depend on ’the cost conditions 
to which an industry is subject. In the case of industries of increasing 
cost, an increase in the demand for a product will mean a higher price 
even in the long run. With industries of constant cost, however, an 
increase in demand will have no effect on the long-run equilibrium price; 
in the case of industries of decreasing cost, an increase in demand will, 
in the long run, actually cause the price to fall. These three long-run price 
situations are illustrated in Figs. 2, 3, and 4. 
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In Fig. 2 DD represents the original demand for the product and SS 
is the long-run supply or cost curve. Since SS slopes upward to the right, 
it indicates that, even in the long run, this industry can increase produc- 



tion only by increasing costs. Consequently, to induce producers to ex- 
pand, the price must rise. The original long-run equilibrium price is 
represented by PB. D'D' represents an increased demand and P'B' the 
new long-run equilibrium price. 

In Fig. 3, DD represents the original demand and SS the long-run 
supply or cost ctirve. PB represents the long-run equilibrium price. In 

Y 



this case, however, the cost curve SS is horizontal, indicating that the 
industry can expand production in the long run without affecting the 
average cost of the product. An increase in demand will, of course, raise 
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the short-run and intermediate-period price, ^ but when long-run equi- 
librium is finally reestabhshed, the price will be the same as before. 
D'D' represents an increased demand, and P'B' the new long-run equi- 
librium price. However, the new price P'B' is equal to the old price PB. 

In Fig. 4 DD again represents the original demand and SS the long- 
run supply or cost curve. PB is the long-run equilibrium price. But in 
this case the cost curve, SS, slopes downward to the right, indicating that 
long-run expansion by the industry will actually reduce average unit 



Fig. 4.-*Long-run price under decreasing cost. 


costs. Here again, an increase in demand would raise the short-run or 
the intermediate-period price; but when long-run equilibrium was finally 
established, the price would be lower than before. D'D' represents an 
increased demand, and P'B' the new long-run equilibrium price. 

Summary 

This chapter has explained the determination of price in the long run under 
conditions of perfect competition. It was foimd that the price of a commodity 
tends to equal average imit costs for the industry as a whole. Those producers, 
who have average unit costs above the price, in the long run will go out of 
business or contract their plant capacity. The result is that the supply of the 
commodity will decline and the price will rise. On the other hand, producers, 
who have average costs below the price, in the long run will expand plant 
capacity and production. If most firms are in this favorable situation, new 
producers will enter the industry. As a result, supply will increase and price will 


1 See Fig. 5, p. 142. 
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fall. The price of a commodity is therefore in long-run equilibrium only when 
it coincides w’ith average unit costs for tlie industry as a whole. When the 
price of a commodity is in equilibrium for the long run, it is also in equilibrium 
for the intermediate period. 

In the long run not only does the price of a commodity tend to equal the 
average unit costs of the industry, but there is also a tendency for all firms 
in the same industry to have about the same costs. However, this tendency 
would not completely work itself out even under perfect competition. 

In some cases, expansion of production by a whole industry will cause costs 
to increase in the long run; in other cases, it will not affect them; in still other 
cases, it will cause them to fall. Since in the long run tlie price of a commodity 
tends to coincide with average cost, when an industry is subject to increasing 
cost an increase in demand and in production will raise tlie long-run equi- 
librium price. In industries subject to constant cost, an increase in demand will 
have no effect on long-run price; in industries subject to decreasing cost, an 
increase in demand will actually cause the long-run price to fall. 

In the next chapter we shall drop the assumption of static conditions in 
order to study the process of price determination under conditions tliat are 
changing, or dynamic. 

i 

Stuoy Questions 

1. Conh-ast conditions in the long run and in the intermediate period. . 

2. Why is average cost so significant in the long run? 

3. Explain carefully why the average costs of all firms in the s;une. industry' 
tend to equalize in the long run. 

4. What relationship is found between average costs in the intermediate 
and in the long-run period? 

5. Can any system be completely static? Wliy or why not? 

6. What conditions cause an industry to become a constant-cost, increasing- 
cost, or decreasing-cost industry? 

7. Show fho relationship of price to cost in each of the long-run cost trends 
mentioned above. 

8. If all factors of production wou\d tend to iweive the same return no 
matter where used, would this cause all industries, even though they 
munufttcturcd different commodities, to have the same average costs? 
Explain carefully. 
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9. In the long run under perfect competition if any one producer finds that 
his average costs are lower than the average of the Others, what should 
he do? 

10. Are industries that require a very large investment in plant and durable 
equipment necessarily industries of decreasing cost? Discuss. 

11. A certain commodity is subject to conditions of both competition and 
decreasing cost. How, in the long run, would an increase in demand 
affect its price? 

12. Why is farming a good illustration of an industry of increasing costs? 

Exercises 

1. A few years ago most cigars were handmade. Cigar manufacturers used 
very little equipment and generally operated in low-rent areas. Skill in making 
cigars was not an important factor. In fact the supply of cigar makers was 
generally sufficient to make wages low in the industry. Suppose that in this 
industry the price of materials used was 2 cents per cigar, that labor was 
2 cents, and that overhead costs were ^ cent. 

a. Under the conditions that prevailed in this industry, what type of long-run 
costs would you expect to find? 

b. At about what price would you expect the product to be sold? 

c. Would you expect this industry to operate on a large or small scale? Why? 

2. It is often maintained that the street-railway industry eventually becomes 
an industry of increasing costs. Would such factors as increasing the area of 
the city, an increase in the amount of service given per rider because of the 
growth of suburban areas, and competition with other means of transportation 
have any effect upon cost trends in this industry? Explain carefully. 

3. Suppose five electric plants were operating under fairly comparable 
conditions. Plant 1 has a capacity of 1 million units and, when operating at 
capacity, the average cost per unit of electricity produced is 7 cents. Plant 2 
with a capacity of 2 million units finds its average cost at capacity to be 5 cents. 
Plant 3 with a capacity of 4 million imits has average capacity coste of 3 cents. 
Plant 4 with a capacity of 7 million units has average capacity costs of 2% 
cents. Plant 5 with a capacity of 8 million units has average costs of 2.7 cents. 

a. Diagram this condition and point out whether this is an industry of 
decreasing, constant, or increasing costs. 
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b. Under the conditions stated what size of plant would you consider the 
optimum for tliis industry? Why? 

c. What would you expect to be the long-run costs in this industry? 

4. Study any particular industry and point out whether you consider it to 
be an industry of increasing, decreasing, or constant costs. Explain carefully 
the factors that you took into account in making your decision. 

5. Suppose the following conditions prevailed in the long run. What 
conclusions would you draw as to long-run cost trends in the industry? 

a. The industry requires huge amounts of capital. 

b. Small amounts of capital are needed but large numbers of unskilled 
laborers are required. 

c. Overheads in the industry are small; little skill is required. 
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15. Price under Dynamic 


Conditions 


In the preceding chapters most of the analysis of price determination has 
been based on two broad assumptions, namely, that competition was 
perfect and that the general conditions underlying economic activity 
remained static. Both of these assumptions are contrary to the facts of 
the real world of business, but it was necessary to make them in order 
to present certain basic principles of which the businessman should have 
a clear understanding. By temporarily disregarding some of the factors 
that operate in the real world, it was possible to present a clearer picture 
of others. 

Throughout most of the present chapter the assumption of conditions 
approaching perfect competition will be continued; however, the assump- 
tion of a static economy will be dropped. This will bring us a step closer 
to reality. In the actual world, conditions are dynamic or changing. As a 
result, prices are constantly thrown out of equilibrium so that new 
adjustments must be made. The present chapter will show some of the 
ways in which the dynamic factors in the economy make it necessary to 
modify the explanation of price determination that has already been 
presented. 

Even in a static economy, in order to show that all prices would 
eventually come into complete and stable equilibrium it is necessary to 
make some rather extreme assumptions. For example, in the case of 
agricultural products it is necessary to assume that weather conditions 
are the same season after season. However, if the required assumptions 
are made, it can be shown that equilibrium will finally be established, 
not only for the short run and the intermediate period, but also for the 
long run. 

In a dynamic economy the situation is quite different. There change is 
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continual, and as a result price equilibrium is never completely achieved. 
Before adjustment to one set of circumstances is finished, conditions 
have changed and tlie equilibrium prices themselves have shifted. 
Neveitlieless, long-run equilibrium prices are important even in a 
dynamic economy where tliey are never actually attained. They are 
important because they represent the points toward which actual prices 
are being pulled by the underlying conditions that exist in a market at 
any given time. 

Actual economic conditions are always dynamic, but the rate at which 
changes take place, as well as their importance, varies greatly. In some 
countries and in some periods change is relatively slow and regular, so 
that the price adjustments that take place are similar to those found in 
a static economy; in other countries or at other times change is relatively 
rapid and unpredictable, so that long-run adjustments never even ap- 
proach completion. There are also great differences between industries. 
In some, conditions are relatively static; in others, they change rapidly 
and in ways that cannot be foreseen. 

Price determination under dynamic conditions. Any change in supply 
or demand conditions will disturb price equilibrium unless its effect is 
exactly offset by some other change. Some changes will have only short- 
run effects; others will operate only in the intennediate period or the 
long run; and still others will change equilibrium prices for all three 
periods. Once a change has occurred in conditions controlling the supply 
or demand for a product, new forces are set in motion; and these new 
forces immediately begin to pull the price toward new points of equi- 
librium. 

In a highly competitive market the point of short-run equilibrium 
may be reached or nearly reached very quickly. Suppose, for example, 
that a great storm should destroy a substantial part of the wheat crop 
of the country. As soon as the news reached the Chicago Board of Trade, 
holders of wheat would raise the prices at which they would be willing 
to dispose of their stocks; and the market price of wheat would rise 
immediately, let us say by 50 cents a bushel, and at that point be in 
temporary equilibrium. It is not likely, of course, that such an equilibrium 
would hold for veiy long, but in a few days a fairly stable short-run or 
market-period equilibrium might be established. 

Though price adjustments for the short-run or market period may lx* 
made quickly, adjustments for the intermediate period and the long run 



208 


FUNDAMENTALS OF ECONOMICS 


take considerable time. Suppose, for example, that an artificial fiber like 
nylon is developed and found to be a good substitute for silk. The 
immediate effect on the price of silk may be slight. There will be small 
inducement for present holders of stocks of silk to sell it at lower prices, 
because it will be months or years before factories can be built and the 
new product brought to the market in appreciable quantities; but in time, 
use of the new product may greatly reduce the demand for silk and so 
bring about a great reduction in its price. However, in a dynamic 
economy long-run price adjustments are never entirely completed. As 
has already been noted, before equilibrium is achieved under any given 
set of conditions, changes are sure to occur which will move the 
equilibrium points themselves to new positions. 

The reader will better understand the process of price determination 
in a dynamic economy if he compares it with the process in a static 
economy. It has been pointed out that in a static economy, under 
sufilciently rigid assumptions, the price of a commodity will eventually 
reach stable equilibrium for the short run, the intermediate period, and 
the long run. Moreover, the equilibrium price will then be the same for 
all three of these periods. This situation is illustrated by Fig. 1 .^ SS is the 
long-run supply curve and also the long-run average cost curve for the 
industry; SiSi is the short-run supply curve; - and S2S2 is the intermediate- 
period supply curve. DD is the demand curve; and since all three supply 
curves intersect DD at P, PR is the equilibrium price for the short run, 
the intermediate period, and the long run. PR is also the actual market 
price and, therefore, it may be said that price is in equilibrium for all 
three periods. It should be understood that when price is in long-run 
equilibrium it is always in equilibrium for the short run and the inter- 
mediate period. 

Let us now suppose that conditions change; for example, let us suppose 
that there is a rapid and substantial increase in demand which gives 
every indication of being rather permanent. This change in demand will 
shift the equilibrium prices for all three periods. What is more important, 
it will cause them to diverge from the actual market price and to sepa- 

1 Before going further the reader should review Fig. 5, p. 142. 

3 Since the cur\'e SiSi is vertical, it indicates that in the short run the quantity of 
this commodity offered for sale cannot be varied. For most commodities this would 
not be strictly true. 
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rate from one anotlier. No longer will the equilibrium price be the same 
for the short run, the intermediate period*, and the long run. This 
separation of the equilibrium prices for the three periods is typical of a 
dynamic economy. Although in a dynamic economy the actual market 
price is always being pulled toward the point of short-run equilibrium. 


Y 



Fig. I.^Equiilbrium In the short run, the Intermediate period, and the long run. 

and this toward the point of intermediate-period equilibrium, and this 
in turn toward the point of long-run equilibrium, the process is never 
completed before new changes intervene. Figure 2 illustrates the sepa- 
ration of equilibrium prices in a dynamic economy. The increased 
demand is represented by DiDi. As a result of this change in demand, 
the short-run equilibrium price has risen from PR to PiR; the inter- 
mediate-period equilibrium price has shifted from PH to P^K; and the 
long-run equilibrium price has shifted from PH to PjL. Because short-run 
adjustments are made quickly, the actual market price will very soon 
approximate the short-run equilibriiun price, PjH. Then the forces of the 
market will begin pulling the short-run price, PiH, and later the inter- 
mediate-period price, P»K, toward the long-run price, P.L. 
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If the market referred to by Fig. 2 were static instead of dynamic, in 
time FiR, P2K, and P3L would coincide. This would come about in the 
following way: The high short-run price PiR would cause producers to 
expand output in the intermediate period in the plants already operating. 
As the current rate of production rose, the short-run supply curve, SiSi, 
would, of course, move to the right. However, an increase in the output 
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of existing plants would be at the expense of sharply rising costs; and 
to avoid these higher costs plant expansion would be undertaken. As soon 
as new plants were built and came into operation, the intermediate- 
period supply curve, S2S2, would also begin to move to the right Under 
static conditions eventually SiSi and S2S2, as well as SS, would all pass 
through the point P3; equilibrium price would again be the same for all 
three periods of time; and actual price would once more coincide with 
equilibrium price. The situation would again be similar to that shown 

in Fig. 1 . 

Since, however. Fig. 2 refers to a market that is dynamic and not static, 
the kind of complete price equilibrium just described is never reached. 
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Before one set of adjustments is completed, eitlier supply or demand 
changes again, and new adjustments begin. There are many factors that 
affect supply and demand, and under dynamic conditions some of them 
are always changing in ways tliat cannot be predicted. As a result, the 
short-run, intermediate-period, and long-run equilibrium prices often 
differ very widely; and even under the most favorable conditions they 
are never exactly the same. 

In spite of this variation in the factors controlling supply and demand, 
the reader should not conclude that it is entirely useless to try to predict 
price trends under dynamic conditions. It is true that such predictions 
are always subject to a margin of error. Nevertheless, the businessman 
who really knows his market and who also understands economic prin- 
ciples can sometimes forecast prices with surprising accuracy. This is 
especially true in those cases where the price of a commodity is largely 
controlled by one or two basic factors, and where these factors are 
changing slowly and at a relatively constant rate. 

Business adjustments in a dynamic market. Short-run and intermediate- 
period considerations are always pressing upon the businessman, but he 
must also take long-run factors into account. Business is operated in the 
present on the basis of forecasting the future. The air transportation 
industry, for example, may have plant capacity today which in tlie light 
of today’s deipand seems ridiculously large; yet persons charged with 
the operation of the business must consider the future, and in the light 
of the future the capacity may not be too great. Management in the 
telephone industry maintains that, in order to operate efficiently and be 
ready for all demands, it must estimate probable needs 40 to 50 years in 
the future and must act today in accordance with the costs involved. 
Thus, an industry may appear to be maladjusted so far as the market is 
concerned in the present or near future; and yet in the long run its 
operations may prove to have been very wise. Consequently, when the 
forces affecting prices are being discussed, we must always remember 
that long-run as well as short-run or intermediate-period considerations 
lire operating. However, in a dynamic econom)' the nature of cliauge is 
to a large extent unpredictable. Although it is necessaiy to plan for the 
future, such planning is useful only up to a certain point; and the longer 
the period for which plans are made, the greater is the likelihood of 
making wide errors of judgment. 
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Representative firm. In the preceding chapter it was explained that 
under perfect competition and static conditions the long-run price of a 
commodity would equal average costs for the industry as a whole. 
However, the assumption of static conditions was not pushed so far as 
to exclude changes in the position of the individual firm. Even in a static 
economy the conditions affecting individual firms would never be entirely 
static because life would have to go on, and therefore each firm would 
be subject to unpredictable changes in the efficiency and personnel of 
its management. As a result, the costs of individual firms would always 
be changing, and no matter how long a period of time might elapse, in 
any competitive industry there would always be some firms making 
profits, others taking losses, and still others just breaking even. Price 
would not be equal to the average costs of each and every firm, but 
rather to the costs of an average or representative firm. 

The representative-firm concept was first developed by a noted English 
economist. Professor Alfred Marshall, who developed this concept in 
order to explain, in the first instance, the relationship of price to the costs 
of the individual firm in a stationary state,” that is to say, in a static 
economy.® 

Representative firm under dynamic conditions. Although Marshall 
first applied the representative-firm concept to a static economy, it can 
also be employed to explain the relation between long-run price and the 
costs of the individual firm under dynamic conditions,' especially in 
industries where there are a large number of competing producers.^ 
Since in a dynamic market conditions are constantly changing, there may 
be years in which most firms are making profits. Nevertheless, if a given 
average rate of production is to be maintained over the long run, price 
in normal years must be high enough to cover the economic costs of the 
representative firm. 

As conceived by Marshall, the representative firm is not the most 
efficient nor yet the least efficient in the industry, but a firm whose 
average costs are just low enough so that it can continue to operate in 
the market indefinitely,® Thus the representative firm is not strictly a 

® Mabshall, Aubed, “Principles of Economics,” 8th ed., p. 367. 

•* Marshall does not use the expression “perfect competition,*' but he apparently had 
in mind a situation more or less approaching the one now commonly described by 
this term. 

® Marshall, op. cit ., p. 317. 
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mathematical average, but an average in the sense that it is a typical 
producer, whose costs are neither high nor yet unusually low. Figure 3 
represents the relation of long-run price to the average costs of the 
representative firm. 

In the market referred to by Fig. 3 a large number of firms is 
assumed to be producing and selling a certain commodity. For the sake 
of simplifying the illustration only six are shown. A, B, C, D, E, and F; 

y 



Fig. 3.— Relation of the average cost of the representative firm to long-run price. 


but each of these may be thought of as representing an entire group. 
The figure shows that sellers are producing a sufficient quantit>' of goods 
to cause demand and supply to equate in the long run at a price of 
50 cents per unit. This price is just equal to the average costs of the 
representative firm, D. Firms A, B. and C have costs below the price 
and are making substantial economic profits. It is clear, however, that 
the firms on tlie fringe, represented by E and F, are operating at a loss. 

However, high-cost firms that produce at a loss are not immediately 
removed from the market. In fact, there are alw»ays some firms in these 
high-co.st positions. Sometimes such firms have high costs because they 
have just begun operation and have not yet reached an efficient size, 
frequently certain producers have high costs because of inefficient 
management or obsolete machinery and equipment. Thus, although tiiry 
are on the way out, they have not yet reached the point where they are 
forced to stop production. At present prices they can still oovrr their 
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Operating costs and have a small amount left for overhead; but unless 
they increase their efficiency, they will ultimately be forced out of 
business. In a dynamic economy some of them may, of course, be saved 
by a change in market conditions that will raise the price of the product. 
However, even if some firms are forced out of business, their places are 
taken by others. For reasons that will shortly be explained, the group 
of high-cost producers continues to exist. 

Representative firms in actual competitive markets. Marshall recog- 
nized that the representative firms in an industry are not necessarily the 
same from year to year. New firms are constantly being organized. Some 
are successful from the start, but others encounter unexpected difficulties. 
Moreover, the costs of individual firms continually change. Some low-cost 
firms lose in efficiency and their costs rise. High-cost firms eventually 
retire from business or else move into the low-cost brackets. Professor 
Secrist of Northwestern University made statistical studies which prove 
that such shifts are not just theoretical but that they really occur in the 
actual business world. Moreover, he found that the change in costs is 
greatest at each extreme. High-cost firms lower their costs perceptibly 
if they remain in business; whereas low-cost firms, either because by 
increasing average costs they can increase profits or because they are 
subjected to many types of pressure from management, labor, and even 
customers for a greater share in the proceeds, soon operate under higher 
average costs. 

The findings of Secrist are illustrated by Fig. 4, which shows possible 
average cost trends over a period of years, as between six individual 
firms, all producing a certain commodity and selling it in competition 
with each other. The chart shows tliat in the first year A is a high-cost 
firm, while F is the lowest cost firm. Then as the years pass, average costs 
of A decrease. This may be due to an increase in volume of business or 
a more efficient organization. Costs of firm F increase, while the firms 
in between have varying cost trends, some having increasing costs and 
some decreasing. At the end of 7 years E, which was a fairly low-cost 
firm, has become the high-cost firm, while B has become the lowest cost 
firm. Perhaps if the period were extended, B*s cost of production would 
again start upward while E*s would start downward. The point to observe 
is that the relative positions of firms change from year to year, but 
differential costs persist. 
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We should observe, however, tliat there is a constant pull in costs of 
production to a point tliat is somewhat lower than the average of the 
highest cost producer but higher than that of the most efficient producer. 

Bulk-line cost. Closely related to the representative-firm idea is the 
concept of bulk-line cost. The bulk-fine cost concept grew out of an 
attempt to answer the question. What price must be paid to induce pro- 
ducers in a competitive industry to supply a given amount of product? 
It is obvious that, if the price oflFered is only just equal to the cost of 
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Years 

Pig. 4.— Long-run cost trends of individual firms. 


production of the lowest cost producer, all other producers will suffer a 
loss, and hence they will be inclined to contract output or even to with- 
draw from the market completely. If, on the other hand, a price is offered 
that equals the cost of production of the highest cost producer, some 
firms will make excessive profits. Moreover, statistical studies like those 
of Secrist indicate that to maintain a given rate of production in a com- 
petitive industry it is not necessary for the price to cover tlie costs of the 
least efficient firms. 

During the First World War attempts were made to secure goods for 
the government at fair prices; those in power took as a starting point for 
their thinking the concept of the representative firm. They then changed 
from a study of the costs of any one firm to a study of the price necessary- 
to bring out the quantity desired. They sought first to answer the follow- 
ing question, What would be the minimum cost of producing various 
percentages of the goods required? That is, how much would it cost to 
produce 10, 20, 30, and so on, up to 100 per cent of the total amount 
desired? Knowing, however, that in competitive industries price m^ed 
not equal the cost of production of the highest cost firm, they tried to 
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determine the portion of the product whose costs must be covered by 
the price. They were interested in getting a certain total amount of 
product while not allowing low-cost producers to make exorbitant profits. 

It was found that, if the average cost of securing the whole quantity 
sought for was used as a base, as a rule approximately 70 per cent of the 
total amount could be produced at a cost that did not vary more than 


Table 14.~Average Costs, by Groups, of the Firms 
Producing a Certain Commodity 



Output 

Averaze 

Per cent of total output 

Group 

For each 


unit . 



Cumulative 

cost 

For each 

Cumulative 


group 

totals 


group 

totals 

A 

50,000 

50,000 

$1.00 

25' 

25 

B 

44,000 

94,000 

1.25 

22 

47 

C 

40,000 

134,000 

1.30 

20 

67 

D 

36,000 

170,000 

1.35 

18 

85 

E 

30,000 

200.000 

1.40 

■ 

15 

100 


20 per cent either above or below this average cost. It was further found 
that about 15 per cent of the commodity could be produced at a cost 
that was even below this range. In other words, about 85 per cent of the 
quantity demanded could be produced at costs none of which was more 
than 20 per cent higher than the average cost for the total output. They 
then found the average cost of production of the highest cost firm whose 
output was necessary to produce this 85 per cent of the product; and 
they considered that cost to be a fair price for the entire output. An 
example may aid in making this clear. 

Suppose that in a certain industry there is a large number of com- 
peting finns. Also, to simplify our illustration, suppose that these firms 
fall into five groups and that the costs and outputs of these groups are as 
represented in Table 14, which shows that the cumulative or total output 
of these five groups of firms is 200,000 units. Suppose that the govern- 
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ment wishes to acquire just this amount of the commoclit>'. The question 
is. How much must it pay in order to secure the 200,000 units? If our 
theory of the relation between price, bulk-line cost, and volume of pro- 
duction is correct, price need cover the cost of producing only 85 per cent 
of the output needed. Since groups A, B, C, and D produce 85 per cent 
of the amount required, if the price is high enough to co\er the a\erage 
costs of production of the firms in group D, the desired total output will 
be forthcoming. Consequently, a price of $1.35 is oifen'd for tlie good, 
since that amount equals the cost of the bulk of the output. This price 
is called the hulk-line price. 

Let us consider for a moment what is likely to take jdace w hen a price 
of $1.35 is offered. Will production at once drop to I.7(K) units? Tliis is 
unlikely, for even though the finns in group E are not securing a j^rice 
ecjual to their low'est average costs of production, thev will continue to 
produce until either they fail or succeed in reducing the ir costs, or are 
able to shift into some other industry. In the meantime some low-cx>st 
firms may expand and new finns W'ill enter the market, and this w ill tend 
to prevent any contraction in total output. Since bulk-line pric't' is alM>v»‘ 
the average costs of production of the industry as a wl»)le, it serxes to 
attract new firms whose owners l>elie\e they will 1 h‘ able to ojxerate 
efficiently. However, the E group of high-cost finns will never disappt'ar 
for, though some firms move into low'er cost groups and some fail, others 
are constantly taking their placvs. 

Tlie theory of bulk-line pric.'r may Im* summrHl up as follows: (1) It is 
based on the reprt'sentativr-finn txMK'ept. (2) It is also based on statistK'al 
Mudiea, the findings of which may \ar> somewhat for difierent industries, 
or for the same industry if ixiiiditions change. (3) It applies h> ai^aJ 
situations in which cxniditions an* dynamic ainl cxun|ietitMa) is iN>t entireK 
|>erfect. (4) It applies, howexer, iMiK to iiHhistru^ III wfiK-h cxtcnjirfitHw 
is free and effretixx*. that fs to say, to industries in whn'h there mrr a 
large numlsrr of pnKliicrrs who are ai-tfsely txanfirfiiig If attempts 
to determine the prii'e necessarx to maintain a gh-en \x4uu«r d outpsit 
of a iXMiunoditx', (6) It holds that, in a ixunprifto'e »KkiMtr\ pme 

hi tlir Uukg r\ai must equal Chi* average cxaC prtaka^MS ai tW firm 
whoar pixaluct U ne-cessarx tu bring ahcaiC fi5 prv iewt d the Mai aagput 
of the xxmsmusiitx to the market 
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Summary 

The purpose of this chapter is to explain the determination of prices under 
dynamic conditions. Under static conditions and perfect competition the short- 
run, intermediate-period, and long-run equilibrium prices of a commodity 
eventually coincide with one another and with the actual price at a point of 
stable equilibrium. In a dynamic economy, however, the equilibrium prices 
for the three periods of time are never the same. This is because supply and 
demand conditions keep changing. The actual price at any given time is likely 
to be close to the short-run equilibrium price, but it will seldom agree closely 
with the intermediate period or the long-run point of equilibriurri. However, 
intermediate-period and long-run equilibrium prices are important in a dy- 
namic economy because they represent points toward which, at any given 
time, actual prices are being pulled; and even in a dynamic economy, if basic 
changes in supply and demand conditions are not too rapid, the major inter- 
mediate-period and long-run adjustments may be largely completed. 

In a dynamic economy the concept of the representative firm is an aid to 
understanding the relationship between long-run competitive prices and the 
costs of individual firms. It was found that the long-run price of a commodity 
tended to equal, not the average costs of each firm in the industry, but the 
average costs of a typical or representative firm. In a competitive industry 
there will, even in the long run, always be firms making profits, firms breaking 
even, and firms taking losses. One might expect the high-cost firms to be 
forced out of business or move into a lower cost group. This does in fact take 
place. However, the high-cost firms as a group do not disappear, because as 
some firms move out of the group, others take their places. 

Another concept useful in understanding the relation of price to cost under 
the dynamic conditions found in the actual business world is bulk-line cost. 
The theory of bulk-line cost can best be applied to industries where, though 
competition is not entirely perfect, there are a large number of competing 
firms. The theory of bulk-line cost is based on the representative-firm concept. 

It attempts to determine, on tlie basis of statistical studies, the price necessary 
to maintain a given volume of output in a competitive industry. According to 
this theory, price in the long run must equal the average cost of production 
of the firm whose product is just necessary to bring 85 per cent of the total 
output of the commodity to the market. 

From our study of price under dynamic conditions we conclude that, where 
competition is prevalent, prices tend to coincide with the cost of production of 
the representative producer, or tend to coincide with bulk-line cost. 
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Study Questions 

1. In what basic assumption does this chapter differ from those preceding it? 

2. Define the terms “long run,” “intermediate period,” “dynamic market,” and 
“normal price.” 

3. How is the long-run cost price relationship determined in a dynamic 
competitive market? 

4. What is the relationship between marginal costs and price in the long 
run? Why is this relationship significant? 

5. Why do we say that in a dynamic economy long-run price adjustments 
are never entirely completed? 

6. Is the concept “representative firm” significant today? Why or why not? 

7. How would you determine the bulk-line cost in any industry? 


In a dynamic market why is it necessary to consider cost conditions that 
prevail in individual firms as well as those cost conditions which prevail 
in the industry as a whole? 


9. In the light of the discussion, just what cost-price relationship tends to 
prevail in the long run under dynamic conditions? 


Exercises 

1. Some economists maintain that since the pull of competition tends to 
force all production costs into very narrow variations, it is not necessary to 
consider dynamic conditions. 

a. Justify their point of view. 

h. Refute it. 

2. In a certain industry 26 per cent of the product can be produced at an 
average unit cost of 7 cents. However, an additional 24 per cent can be 
produced only at an average unit cost for this addition of 9 c’ents; another 
36 per cent can be produced at an average unit cost of 10 cents, while another 
14 per cent can be produced at an average unit cx)st of 14 wnts. 

< 1 . Draw a diagram illustrating the above condition under the assumption 
that the total production is 100 units. 

b. In the long run if all cx>sts remain ctmstant and if the demand is fiw 100 
units, what price will prevail in the market? 
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c. What would be the bulk-line price under conditions stated in the problem? 
Why? 

d. What would be the marginal cost of each of the producers listed above 
if conditions prevailed as in (b)? Why? As in (c)? Why? 

3. Suppose that the government wishes to aid certain business groups by 
placing a floor under prices. How would the government determine whether 
the price suggested was or was not fair? 

For example, suppose, in the case given above, that the government 
tried to establish a fair price. What would this price be, and why? 
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16. Piice under Monopoly- - - 


The preceding chapters have explained how prices are determined when 
many sellers are competing in the same market. The present chapter will 
explain the determination of prices in those situations where a single 
producer has complete control over the supply of a commodity, so that, 
uithin limits, he can raise the price if he is willing to decrease his sales. 
To have complete control over supply a producer must, of course, be a 
monopolist, that is to say, the only seller of the commodity in question. 
Cases in which one producer has a complete monopoly of an important 
commodity or serx^ce are not very common outside of the utility field; 
and in that field the government usually steps in to limit his power over 
prices. Nevertheless, it is important to study the determination of price 
under complete monopoly for two reasons: (1) Minor monopolies, like 
those under patents and copyrights, are fairly common. (2) If we under- 
stand how price is determined under complete monopoly, as well as 
under perfect competition, we shall be better able to understand how 
price is determined in the great number of situations that fall between 
these two extremes. 

There is one diflFerence between the theory of monopoly price and the 
theory of competitive price that should always be kept in mind. Under 
perfect competition, price is determined by the impersonal forces of 
supply and demand. As a result, once the conditions of supply and 
demand are known, the price is known. Under monopoly, however, price 
is fixed by the monopolist; and no theory that can be developed will 
indicate with certainty the point at which he will choose to set it. The 
only way to develop a theory of monopoly price is to assume that (1) the 
monopolist can estimate his costs and the demand for his product and 
ibat (2) he will charge the price that will maximize his total profits. 

Monopoly is often thought of as the direct opposite of competition, 
and in a sense this is true. However, even a complete monopoly is not 
entirely free from any kind of competition. It is true that, if one has a 
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complete monopoly of a commodity or a service, he has no competitors 
who are selling the same thing; but he still must meet the competition 
of substitutes. If the substitutes are poor, he need have little worry. If, 
however, they are good, he may face the stiffest kind of competition. 
There is no commodity or service that does not have some competition 
from substitutes. Buses, elevated lines, and private automobiles compete 
with streetcars; the postoffice, the telegraph, and all other means of 
communication compete to some degree with the telephone; and iron, 
copper, and magnesium alloys compete with aluminum. These are only 
examples. 

There are also other factors that may make it difficult for a monopolist 
to maintain control over the price of his product. The competition of 
substitutes has been mentioned, but this is not his only problem. Often 
he is subject to potential competition, that is to say, to the possibility 
that someone else will begin to produce the same commodity that he 
makes. In some cases, of course, he is protected from direct competition 
by patents or copyrights. At best, however, these give him secure control 
of his market for only a limited period of time. Moreover, even if his 
monopoly position seems secure, he will often be wise to exercise his 
power over price with great discretion. If the commodity that he pro- 
duces is important and if the public believes that he is charging an 
unreasonably high price, the government may step in and set a price 
that allows him only a moderate return. In this chapter, however, we 
are assuming an extreme case, namely, that the monopolist has complete 
control of supply and is free to set the price that will give him the greatest 
total profit. 

Fixed stock. The simplest example of complete monopoly is found 
where the seller is in possession of the entire stock of some commodity 
that cannot be reproduced. For example, the monopolist may own a 
painting by a noted artist, the only one of its kind in existence. Under 
these conditions, he will seek to secure the highest possible price, for the 
more he receives, the higher will be his profit. Figure 1 shows that, if the 
monopolist were to receive a price PB for his good, his total income 
would be represented by the rectangle APBO, On the other hand, if he 
received a price of P"B, his total income would be A"P"Bp. Moreover, 
since the stock is fixed, total costs are fixed; hence, the higher the price, 
the larger his total and also his net profit. 
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Of course, if tlie monopolist in this illustration had several paintings 
that were alike, it might pay him to set a price low enough to sell two 
or three instead of only one. His aim should be, not to sell a single 
picture at the highest price possible, but rather to receive the largest 
possible sum for his entire stock of paintings. Since his costs are fixed, 
this would also give him the highest total as well as the highest net 
profit; or, if a profit could not be made, it would reduce his loss to a 
minimum. 
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Fig. 1.— Total income of monopolist at various prices for his product. 


Reproducible stock. Monopoly is also found where the stock of a good 
is reproducible. Producers of certain commodities are constantly attempt- 
ing to secure monopoly by making agreements among themselves. For 
this reason cartels and various so-called valorization and rationalization 
schemes have been used by businessmen and by governments to secure 
monopoly profits. Thus nitrates, coffee, rubber, tin, camphor, and many 
other commodities have been monopolized. In the past in the United 
States great trusts arose in such products as oil, tobacco, steel, whisky, 
and sugar. Moreover, tliere exist today natural monopolies, such as public 
utilities. These, as we have noted, are regulated by the state. 

When the monopolist is in a position to control a reproducible good, 
he must consider both his cost of production and the demand for his 
product. The monopolist is interested in securing the highest total net 
profit, not the highest gross sales income. For this reason, trends in cost 
as well as in demand must be carefully considered. 

Average revenue. The monopolist knows that the price that he can 
charge for his product is dependent upon tlie demand scliedule and that, 
in order to charge a little more, he must be willing to sell a little less. 
The exact result will depend upon the elasticity of the demand for his 
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good. Thus, unlike the producer under competition whose demand may 
be represented by a horizontal line, the monopolist finds that he can 
regulate the price at which the commodity is to be sold by exerting 
control over the supply. The total price for which a commodity is sold 
is the sellers gross sales income, or total revenue.^ To the monopolist the 
demand curve is an average revenue curve. If we assume that all units 
of a good must be sold at the same price, the demand curve shows him 
what his average revenue per unit will be if he places various quantities 
of a good on the market. 

Marginal revenue. Obviously the principal difference between a 
monopolist and a producer in a competitive market is that the monopolist 
can fix the price of the product, while the producer subject to perfect 
competition cannot. In considering whether to expand production the 
competing producer need take into account only the way in which 
changes in his costs will affect his profits. The monopolist, however, when 
he contemplates expansion, must consider not only the effect on his costs 
but also the effect on his selling price and his total revenue. The monop- 
olist knows that he must reduce the price at which he sells his commodity 
if he wishes to expand production and sales. If to increase sales by a 
given amount he has to reduce price substantially, his total revenue may 
actually decrease. At best his revenue will not increase in proportion to 
the increase in sales. If gross sales income does increase, the addition to 
total revenue which results from the sale of an additional unit of the 
product is called marginal revenue. 

Monopoly price in the short run. Under monopoly, just as under 
competition, cost of production has less influence on price in the short 
run than in the intermediate period or the long run. In the short run even 
the stock of a reproducible commodity is for the time being fixed. If the 
commodity is highly perishable, we have the case of fixed supply, already 
referred to. In this situation any portion of the good that is not sold 
promptly becomes a complete loss. Under competition each holder would 
be wise to dispose of his entire stock regardless of price. Under mo- 
nopoly, however, it may be possible to obtain a larger total revenue by 
selling only part of the stock and letting the rest spoil. The aim of the 
monopolist is to secure the largest total revenue regardless of what his 
costs may have been. This policy vrill maximize his profit or, if a profit 
is impossible, it will minimize his loss. 

1 The reader should take care not to confuse revenue with profit. 
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Ho\M*\rr, it tht* cx>inMKM.lilN tlial the monopolist luis in stock is durable, 
in ilctemiinin^ his prict.* jH»licy he shouhl take into wnsideralion tlu* cost 
of ri^pru^hiein^ it. .\fter allouin^ fi»r tlie cost ot holding it. he ordinarily 
would not sell it for less than the cost of replacement. Indeed, since he 
is a inono(x>list, it is likelv that he would insist in the short-run period on 
getting a priev somewhat higher than the C'ost of reproduction, and that 
he would cam- over into the future any part of l)is stock tliat he could not 
sell at that price. A study of the intermediate period will throw more 
liglit on the policies that a monopolist will follow. 

Monopoly price in the intermediate period. In the intermediate period 
the monopolist*s plant capacity is fi.\ed, but he can expand or contract 
production by increasing or decreasing his use of the variable factors. 
WTrether he can increase his profits by e.xpanding production will depend 
on the relation beUveen his marginal cost and his marginal revenue. As 
long as the increase in total cost that results from producing one more 
unit of product is less than the increase in total sales revenue that results, 
it is clear that producing the additional unit increases profits. When the 
increase in cost and the increase in revenue are equal, production of the 
unit is a matter of indifference. As soon, however, as the increase in cost 
is greater than the increase in revenue, producing an additional unit of 
product decreases profits. Therefore, to maximize his profits in the inter- 
mediate period^ the monopolist should keep increasing production until 
the point is reached at which marginal cost and marginal revenue are 
equal. 

Let us illustrate this principle by an example. Suppose a monopolist 
is able to sell 100 men s suits per day at $75 each, thus receiving a total 
revenue of $7,500. The suits cost bim $50 apiece, or a total of $5,000, 
and his profit per day is $2,500. Since he is interested in the highest 
posable profits, he decides as an experiment to make and sell 125 suits 
per day. He finds, however, that if he vwshes to sell 125 suits per day he 
must reduce his price for a suit to $70. This, however, gives him a total 
revenue of $8,750, or an increase of $1,250. Let us suppose that the 
additional cost of producing the extra 25 suits is $1,000. If we think of 
the 25 suits as the unit by which production is increased, it is clear that 
the marginal revenue of $1,250 exceeds the marginal cost of $1,000 by 
$250, and that this is the amount added to the monopolist’s profit, so 
that his profits per day are now $2,750. Moreover, since the sale of the 
additional 25 suits increased his revenue by $1,250, the average marginal 
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revenue from each of the extra 25 suits is $50. It is also clear that the 

average marginal cost is $40. Therefore, each of tlie additional suits 
increases the monopolist s profits by $10. 

The monopolist in the example just given will find that his total net 
profits will increase as long as he can keep marginal cost below marginal 
revenue. For example, if the marginal cost of increasing production by 
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Fig. 2.— Determination of monopoly price in the intermediate period. 

yet another 25 suits per day should average $43 per suit and the marginal 
revenue received should average $46 per suit, there would be a further 
increase in profits. As soon, however, as marginal cost equals marginal 
revenue, profits will cease expanding; if marginal cost exceeds marginal 
revenue, they will actually contract. 

Figure 2 represents graphically the determination of monopoly price 
in the intermediate period. AR represents average revenue and MR 
marginal revenue; AC represents average cost and MC marginal cost. 
It pays the monopolist best to produce OG units of product, because at 
this point marginal cost equals marginal revenue. This is shown by the 
intersection of MC and MR at K. When the monopolist produces OG 
units, he can obtain a price equal to PG. His average cost is then FG 
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and his average profit PF. His total profit is therefore PF times OG, or 
PF times IF, This is represented by the rectangle HPFI. Any amount of 
product greater or less than OG will yield a smaller total profit. 

It should be noted that the marginal revenue curve, MR, falls faster 
than the average revenue curve, AR, This will always be the case when 
a monopolist sells at a single price. In order to sell an additional unit of 
product, he must reduce the price of all units, and the increase in his 
total revenue will therefore be less than the price that he receives for the 
extra unit. 

Monopoly price in the long run. In the long run the monopolist can 
vary the rate of production not only by increasing or decreasing the 
output of existing plants; he can also increase or decrease the size and 
number of his plants. By adjusting his plant capacity he can, in the long 
run, produce any given volume of output at the lowest possible average 
unit cost for that amount of output. In a monopolized industry there is, 
of course, only one firm. If this firm has a single plant it may, by increas- 
ing the size of the plant, gain more and more of the advantages of mass 
production. The same may be true even if it already has several plants, 
as it may gain advantages by operating the enterprise as a whole on a 
larger scale. In either case, if expansion is carried far enough, the firm 
will eventually reach its optimum size, and it will then be able to reduce 
average long-run unit costs to the lowest possible level. When costs are 
near this low point, there may be a wide range over which capacity and 
output can be expanded at approximately constant cost. If, however, 
the firm expands much beyond its optimum size, long-run average unit 
costs will begin to rise. The declining phase of a monopolist’s long-run 
average cost curve results from the advantages of large-scale production 
and large-scale organization; while the rising phase of his long-run cost 
curve is caused by the difficulties of large-scale production and large- 
scale management after a firm has passed its optimum size. 

It is clear, then, that a monopolist, as he expands producHon in the 
long-run period, may be subject successively to conditions of decreasing, 
constant, and increasing cost. In many cases, however, for any increase 
in production that is at all possible, he will be subject to only one of these 
three cost situations. To simplify our problem, we shall assume that this 
is the case, and we shall illustrate how monopoly price would be deter- 
mined in each of these three situations. 
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If long-run changes in the rate of output change a monopolist's average 
costs, it is because they change the general efficiency with which his 
organization operates. The long-run marginal cost curve of a monopolist 
is derived from his average cost curve. When average cost rises as pro- 
duction expands, marginal cost-the addition to total cost required to 
increase output by one unit-must be above average cost. When average 
cost is constant, marginal and average cost must be equal. Finally, when 
average cost is falling, marginal cost must be below average cost. 

In the intermediate period it was found that a monopolist should 
expand production until marginal cost equals marginal revenue. The 
same principle applies to the long-run period. To make the greatest total 
profit in this period, he should expand production until long-run mar- 
ginal cost is equal to marginal revenue. 

Monopoly price under constant cost. Table 15 and Fig. 3 represent 
the determination of long-run monopoly price under conditions of con- 
stant cost. 


Table 15.— Long-rt/n Monopoly Price under Constant Cost ® 


Price 

Units 
produced 
and sold 
annually 

Total 

revenue 

Average 

marginal 

revenue 

Average 

cost 

Long-run 

marginal 

cost 

Total 

cost 

Total 

net 

profit 

$1.00 

4,000 


$ 1.00 

$0.25 

$0.25 

$1,000 

$3,000 

0.90 

7,000 


0.76,2i 



1,750 

4,550 

0.80 

11,000 

! 8,800 

0.621/2 

0.25 

0.25 

2,750 

6,050 

0.70 


10,500 

0.421^ 

0.25 

0.25 

3,750 

6,750 

0.60 


11,400 

0 . 223 ^ 

0.25 

0.25 

4,750 

6,650 

0.50 


11,000 

0A3H 

0.25 

0.25 

5,500 

5,500 

0.40 


10,000 

-0.33H 

0.25 

0.25 

6,250 

3,750 

0.30 

30,000 

9,000 

-0.20 

0.25 

0.25 

7,500 

1,500 


• In this table marginal revenue is found in the following manner: When sales increased from 
4,000 to 7,000, or an increase of 3,000 units, receipts or revenue increased from $4,000 to 
$6,300, or an increase of $2,300. Thus the additional 3,000 units sold increased revenue by 
$2,300, or an average of $0.76^^ for the additional units. For convenience, we call this 
increase per unit average marginal revenue. 
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Figure 3 is based on Table 15 and represents the situation of a 
monopolist who produces under conditions of constant cost. In this case 
average and marginal costs are always equal. The figure indicates that 
the monopolist should expand production until his output is about 18,000 
units a year. He will then be able to get a price of about 62 cents, and 
his average cost, marginal cost, and marginal revenue will all be equal 



Quantify 

Fig. 3.— Long-run monopoly price under constant cost. 

at 25 cents. His average profit per unit will be about 37 cents. Graphically 
the price is represented by PT, the average unit cost by NT, and the 
average unit profit by PA/. The total profit will be FN, the average profit 
per unit, times OT, the number of units produced and sold. This is 
shown by the rectangle FPNR, which represents the maximum annual 
profits that the monopolist can make in the long run. 

We reach similar conclusions by a direct examination of Table 15. 
There we can see that, if the monopolist insists on fixing a price that is 
an even multiple of 10, he will make the highest total profit by charging 
70 cents. At that price his profit is $6,750, while at 60 cents it is only 
$6,650. At 70 cents, however, marginal revenue is still slightly above 
marginal cost, while nt 60 cents it is below marginal cost. It is clear, 
therefore, from the table as well as from the figure, that the price that 
will yield the maximum monopoly profit is somewhere between 60 and 
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70 cents since at some point between these prices marginal revenue and 
marginal cost would coincide. 

Monopoly price under increasing cost. Table 16 and Fig. 4 represent 
the situation of a monopolist who produces in the long run under con- 
ditions of increasing cost. 


Table 1^— Long-run Monopoly Price under Increasing Cost 


Price 

Units 
produced 
and sold 
annually 

Total 

revenue 

Average 

marginal 

revenue 

Total 

cost 

Average 

cost 

Average 

marginal 

cost 

Total 

net 

profit 

$1.00 


$ 4.000 

$1.00 

$1,000 

$0.25 

$0.25 

$3,000 

mm 


7,200 

0.80 

2,800 

0.35 

0.45 

4,400 

HI 

11,000 

8,800 

0.533 

4,500 

0.409 

0.567 

4,300 

0.70 

14,000 

9.800 

0.333 

6,800 

0.485 

0.767 

3.000 

0.60 

18.000 

10.800 

0.25 

10,800 

0.60 

• 

1.00 

0 


The chart shows that this particular monopolist, operating under condi- 
tions of increasing cost, should in the long run expand production to 
about 10,000 units per year. We note that, under conditions of increasing 
cost, marginal cost is always above average cost. When production 
reaches about 10,000 units, marginal cost and marginal revenue will be 
equal and both can be represented by the line KA. The price will be PA, 
the average cost NA, and the average profit PN. Total profit will be PN, 
the average profit, times OA, the quantity produced and sold. In the 
chart total profit is represented by the rectangle FPNR, and again this is 
the largest total annual profit that, in the long run, the monopolist can 
make. 

As we should expect, an examination of Table 16 brings us to much 
the same conclusions as an examination of the chart. We see that, if the 
monopolist wishes to charge a price that is an even multiple of 10, he 
will do best to ask 90 cents. At this price his total profit would be $4,400, 
while the next largest profit, obtained by charging 80 cents, would be 
only $4,300. However, when he charges 90 cents, marginal revenue is 
above marginal cost, while at 80 cents it is below. It is clear, therefore, 
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that to gain tlie ven^ largest total profit the monopolist must charge a 
price somewhere between 80 and 90 cents. 

Monopoly price under decreasing cost. The monopolist stands in a 
very favorable position if his long-run average and marginal costs are 
decreasing. Under these conditions, although every increase in output 


Y 



Fig. 4.—Long-run monopoly price under increasing cost. 

lowers the per unit price, such an increase also lowers average and mar- 
ginal unit costs. The problem that confronts him is to detcnnine the 
combined effect of a decrease in costs, a decrease in price, and an increase 
in production and sales. Thus, if unit costs decrease rapidly and demand 
is elastic, in this way causing price to decrease slowly, the mono]x>list 
will receive not only a greater profit per unit of output but also a greater 
total profit because he is selling more units. Moreover, even if his unit 
costs do not decrease as rapidly as the price, the fact that he will be 
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able to sell more units may more than oflFset the lessening of the 
differential between price and costs. 

The following illustrations will aid in clarifying these points. Suppose 
a monopolist discovers that he can sell 10,000 units at $1 per unit and 
estimates that he could sell 20,000 units at 60 cents. Let us assume that 
his average costs are 80 cents when he produces 10,000 units, but that 
they would be only 42 cents if he expanded his plant and produced 


Y 



Fig. 5. — Long-run monopoly price under decreasing cost. 

20.000 units. This would mean a reduction of 40 cents in price and 38 
cents in average cost. Even so, monopoly profits would be increased from 
$2,000 to $3,600 by increasing production from 10,000 to 20,000 umts. 

Let us now assume a somewhat different situation. Suppose demand 
is so elastic that when prices decline from $1 to 60 cents, the quantity 
sold increases from 10,000 units to 40,000. Assume, further, that costs 
decrease from 80 cents when 10,000 units are sold to only 50 cents when 

40.000 units are sold. We can see that, although price declined 40 cents, 
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costs declined only 30 cents; yet profits increased from $2,000 to $4,000. 
Thus, changes in price in relation to cost must also be considered in 
terms of increases in the number of units sold. Clearly, then, the monop- 
ohst operating under decreasing cost conditions is often able to take 
advantage of both declining costs and increasing volume of sales. 

Table 17 and Fig. 5 illustrate the determination of long-run monopoly 
price under conditions of decreasing cost. The principle involved is the 
same as before, namely, that production should be expanded until long- 
run marginal cost is equal to marginal revenue. The reader should now 
have no diflSculty in interpreting either the chart or the table. He should 
note, however, that under decreasing cost marginal cost is always less 
than average cost. This means, of course, that when marginal cost and 
marginal revenue coincide they will both be below average cost. 
Examination of either the table or the chart will show that under the 
conditions assumed in this illustration the most profitable price for the 
monopolist to charge is between $7 and $8. 


Table VI .--Long-run Monopolij Price under Decreasing Cost 


Price 

Units 
produced 
and sold 
annually 

Total 

revenue 

Marginal 

revenue 

Total 

cost 

yfverage 

cost 

Average 

marginal 

cost 

Total 

net 

profit 

$10 


1 

$ 50,000 

$ 10 

$ 25.000 

1 

$5.00 

$5.00 

$ 25,000 

9 

10.000 

90,000 

8 

49,000 

4.90 

4.80 

41,000 

8 

15,000 

120.000 

6 

72,000 

4.80 

4.60 

48,000 

7 

20,000 

140,000 

4 

94,000 

4.70 

4.40 

46.000 

6 

25.000 

150.000 

2 

115.000 

4.60 

4.20 

35,000 

S 

30,000 

150,000 

0 

135,000 

4.50 

4.00 

15.000 

4 

35,000 

140,000 

-2 

154.000 

4.40 

3.80 

-14. (XK) 

3 

40,000 

120.000 

-4 

' 172.000 

4.30 

3.60 

-52.01X> 

2 

1 

45,000 

90,000 

— 6 

189.000 

4.20 

3.40 

-99.000 

1 

50,000 

50.000 

-8 

205.000 

4. 10 

3.20 

-155.000 


Clast price. We have been assuming that the monopolist is forced to 
sell his commodity in the market at one price, but this is often not the 
case. Once he controls the supply, he may be able to arrange his sales 
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SO that he will secure different prices from people in different income 

groups.- There are many devices used to sell different classes of con- 

sumers the same commodity at different prices. The monopoUst would 

make the greatest possible net profit if he were able to sell each additional 

unit at the maximum price for which it could be sold were no more units 

available. Although he can never reach this ideal, he can frequently 

divide consumers into rather large groups and charge different prices to 

different groups. He can also sell the same product in different market 
areas at different prices. 

The practice of selling the same good or service at different prices is 
called price discrimirmtion. Often this discrimination is possible only if 
the consumer believes that he is receiving something extra when he buys 
a good at a higher price. In some cases he does receive something extra, 
but the extra service or quality that he receives does not justify the 
difference in the price. Suppose, for example, that a firm has the mo- 
nopoly of a certain type of safety razor because it holds a patent. It sells 
its regular model for $5 and a de luxe model for $10, The more expensive 
model, however, is just like the regular model except for some chromium 
plating and a special box. Nevertheless, many people who do not have 
to watch their pennies will gladly pay the extra $5. 

Sometimes goods of the same quality can be sold at different prices 
without making any real distinction. Where this is possible, it usually 
results from the ignorance of consumers. For example, if a firm had a 
monopoly of ties, it might sell ties of the same type at different prices 
in the same market. It might ask $2 for some, $1.50 for others, and $1 
for still others. Customers who were used to judging quality on the basis 
of price would assume that the ties must be different in quality, and 
hence those accustomed to paying high prices for ties would continue 
to do so. Meanwhile others would get the same ties at low prices. 

However, the monopolist is more likely to practice price discrimination 
when he sells his product or services in different market areas. Thus he 
may sell a good in the high-quality stores at one price. At the same time, 
stores that appeal to a different class of trade are allowed to sell the 
same good at a lower price. Discrimination in price, therefore, may take 
place between different markets within the same area. Again, it may 
occur between different market areas; that is, merchants in one city may 
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be allowed to sell the commodity^ at one price, but in another city they 
may be required to sell it at another price. 

Sometimes a producer will have a monopoly in his own country 

because of a protective tariff. He can therefore charge a high price in 

tile home market, but in the world market he must charge less in order 

to meet competition. Thus he discriminates in favor of the foreign buyer. 

The United States has placed high tariffs on a number of commodities; 

and at times producers have been accused of selling at home at monopoly 

prices while “dumping” the same commodities abroad at less than average 
cost. 

The possibility of price discrimination in order to increase profits 
must be carefully considered, for such a practice emphasizes certain 
principles that are often employed even when monopoly is not complete. 
We shall therefore begin the analysis with a simple case of price dis- 
crimination or class price. We shall assume that a certain monopolist 
produces but one product, blankets, and that he sells them at different 
prices, either in the same market or in different markets. We shall also 
assume that he must decide on his production policy in the intermediate 
period. He operates a plant with a capacity, under normal conditions, 
of 200,000 blankets per year. His fixed costs are $200,000 per year, and 
his variable costs are $1 per blanket produced. His cost situation, for 
various outputs up to normal capacity, is shown in Table 18. 

Table 18 


Production 

Fixed 

cost 

Variable 
cost $1 
per unit 

Total 

cost 

Average 

cost 

* 

20,000 

$200,000 

$ 20.000 

$220,000 

$11.00 

50,000 

200,000 

50.000 

250.000 

5.00 

100,000 

200.000 

100.000 

300,000 

3.00 

150,000 

200,000 

150.000 

350,000 

2.33 

200,000 

200,000 

1 

200,000 

400,000 

2.00 


Table 19 supplements Table 18. It shows the demand for blankets, the 
total revenue, total cost, and total profit at each price. It also shows the 
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additional blankets that the monopolist can sell whenever he reduces the 
price. 

» 

If the monopolist were able to charge only one price, he would restrict 
his output to 100,000 blankets for the year and sell them at $4.50 each. 
His total profit would then be at the maximum of $150,000. Suppose, 
however, to make the illustration as simple as possible, that he sells 
various units of his commodity in difFerent markets. If he charges $15 
per blanket, he can sell in only one market, and his demand is limited 


Table 19 


Price 

Quantity 

demanded 

Total 

revenue 

Total 

cost 

Total 

profit 

Additional 

blankets 

demanded 

$ 15.00 

1 

20.000 

$ 300,000 

$ 220,000 

$ 80,000 


7.00 

50.000 

350,000 

250.000 

100,000 

30,000 

4.50 

100,000 

450,000 

300,000 

150,000 

50.000 

3.00 

150,000 

450,000 

350.000 

100,000 

50,000 ■ 

2.00 

200.000 

400,000 

/ 

400,000 

0 

50,000 


to 20,000 blankets. By reducing the price to $7 in another market, he 
can sell an additional 30,000 blankets. Likewise each reduction in price 
can be made to conform to the ability to pay of individuals in different 
markets until all the blankets are sold. 

Our example, however, indicates that in order to operate his plant at 
capacity he was forced to sell some of his stock at the average, cost of 
production when his plant was operating at capacity. The question then 
is, Has he increased his total net profits by this procedure? We must 
observe that when he produces at normal capacity his total costs are 
$400,000. But what about his total revenue if he sells at class prices? We 
can find this in Table 20 by adding up the revenues received from the 
sale of blankets at each of the successive prices indicated. 

Since the total cost at capacity production is only $400,000 while the 
total revenue is $985,000, the total net profit is $585^000. This is $435,000 
more than he was able to make by selling at one price. However, not all 
monopolists are in so fortunate a position. Sometimes the monopolist 
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will not be able to sell all that he can produce at prices that will cover 
his average unit cost. Let us see how he would fare under a diflFerent 
demand and price situation. This is represented in Table 21. 


Table 20 


Quantities sold 
at each succes- 
sive price 

1 

Price 

Total revenue 
from each 
quantity 


$15.00 

$300,000 


7.00 

210.000 


1 4.50 

225,000 


3.00 

150,000 


2.00 

100,000 

200,000 


$985,000 


Under the conditions of demand indicated in Table 21 $4.50 is still 
the price that will give the highest total net profit. However, if production 
and sales are increased beyond 100,000 blankets, the price drops verv 
rapidly. If we turn back to Table 18, we note that if the monopolist 
produces to capacity his average unit cost will be $2. It is clear, there- 
fore, that, if he wishes to produce at capacity under the conditions 


Table 21 


Price 

Quantity 

Demanded 

$15.00 

20,000 

7.00 

50,000 

4.50 

100.000 

2.00 

150,000 

1.10 

200,000 


indicated in Table 21, he will be obliged to sell some of his product at 
prices below average cost. How will such sales affect his profits? 

In Table 22 profits are calculated on die basis of the relation of price to 
the average cost of $2 per unit that would prevail at capacity production. 
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Table 22 


Quantity 
sold at each 

successive 

price 

Average 

cost at 
capacity 

Price 

Total 

revenue 

from each 
quantity 

Total cost 
of each 
quantity 

20,000 

$2 

$ 15.00 

$ 300,000 

$ 40,000 

30.000 

2 

7.00 

210,000 

60,000 

50,000 

2 

4.50 

225,000 

100,000 

50,000 

2 

3.00 

150.000 

100,000 

50,000 

2 

1.10 

55.000 

100,000 


To/a/ ne/ 
profit or 
loss on each 
quantity 


$ 260,000 

150.000 

125.000 

50.000 
- 45,000 


Total profit on all sales j 5^ qqq 


The table shows that the monopolist makes a total net profit of $540,000. 
However, if profit is calculated on the basis of average cost at capacity 
output, he suflFers a loss of $45,000 on the last 50,000 blankets. Since this 
is the case, why not stop production at some other point? Suppose the 
monopolist produced only 20,000 blankets and sold them at $15 each. 
His total income is $300,000; but since he is not producing at capacity, 
his actual total costs are the $220,000 shown in Table 19 rather than the 
$40,000 shown in Table 22. Consequently, his total net profit is only 
$80,000. If he sells 50,000 blankets, his total income is $510,000 and his 
total costs are $250,000; thus his total net profits are only $260,000. Again, 
if he continues selling at discriminatory- prices and sells another 50,000 
at $4.50, he increases total income to $735,000, but his costs are increased 
to $300,000 and his profits are still only $435,000. Again, suppose that 
he sells another 50,000 blankets at $3 per blanket. He will increase total 
revenue to $885,000; and since his costs will be $350,000, he will make 
a net profit of $535,000. This profit, however, still falls $5,000 short of 
the amount that he will make if he sells another 50,000 blankets, even 
though he sells the last 50,000 below the average cost of production. 

Two points should be noted in this analysis of the action of the 
monopolist: (1) By producing to capacity he lowers the average cost 
per unit for all units and thus increases the apparent profit per unit on 
all except the last 50,000 units. (2) Although he has an apparent loss of 
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$45,000 on the last 50,000 blankets, he is able to sell these above his 
variable costs, which in this case are also his marginal costs. Since his 
marginal costs are only $1 and the price is $1.10, he actually gains 
10 cents per unit by selling the last 50,000 blankets. As long, therefore, 
as the monopolist can sell additional units above variable costs, he can 
increase his profits by expanding production. This assumes, of course, 
that he can maintain his class prices on the other units. 

The principle that the monopolist employs may be stated as follows; 
Where possible classify customers and sell to each class at the highest 
price they will pay. As long as excess capacity remains, keep reducing 
prices to reach new groups, provided that the lowest price received at 
least covers variable costs of production. 

Summary 

A producer has a monopoly if he is the sole seller of a commodity or service. 
In the utility industries monopoly is the rule, but prices are under government 
control. In other fields complete monopoly is the exception, and even where 
It exists it is likely to be difficult to maintain over a long period of time. 
Moreover, even a complete monopoly is subject to the competition of sub- 
stitutes and, if the substitutes are good, such competition may be very effective. 

In spite of these limitations on monopoly there are t\vo reasons that make it 
important to understand how monopoly prices are determined: (1) Minor 
monopolies like those arising from patents or copyrights are fairly common. 
(2) If one understands how prices are determined under both perfect com- 
petition and complete monopoly, he can better understand the great number 
of cases falling in between these two extremes. 

A study of price determination under complete monopoly indicates that, 
just ns in the case of competition, cost of production plays a less important 
part in the short run than it does in the intermediate perk>d or the long run. 
The monopolist can exert control over price because he can cimtrol the <iuantit>’ 
of goods placed on the market. In the short run he will be concerned principally 
with the relation of price to total revenue. However, for both the intermediate 
period and the long run he must consider the effect of price changes on lx>th 
revenue and costs. In either period his total net profits will be greatest if he 
expands pn>duction until marginal cost and marginal rev’enue are equal. 

The monopolist, however, seeks to increase total net profits by another 
means, namely, by classif>'iiig his customers and charging discriminatory prices 
as between classes. In this way he is often able to increase his profits bv 
incr«ii.sing revenue without increasing costs. Mevreover, if by charging class 
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prices he can utilize his plant more fully, he may be able to reduce average 
unit costs. To secure capacity production the monopolist may even sell some 
of his product at prices that are below average unit costs. This increases his 
total profit so long as these prices are not below variable unit costs. 

It has already been noted that markets which approach perfect competition 
or complete monopoly are the exception rather than the rule. The following 
chapter will deal with some of the many cases falling in between these two 
extremes. 

Study Questions 

1. What is meant by a fixed supply? 

2. Explain why the average revenue curve is the same as the demand curve. 

3. Will a higher price always bring the monopolist a higher profit? 

4. Under what conditions will monopoly be found when the supply is 
reproducible? 

5. How is marginal revenue determined? Contrast marginal unit revenue 
and marginal unit cost. 

6. Show why profits of the monopolist are always greatest when the 
marginal unit revenue just equals the marginal unit cost. 

7. Show the relationship of the intersection of the marginal revenue and 
marginal cost curves to the average cost curve imder conditions of con- 
stant cost, increasing cost, and decreasing cost. 

8. What is meant by class price? 

9. Name some of the methods used by the monopolist to secure a class price. 

10. If a monopolist charges a class price, imder what conditions is it possible 
to secure a higher net profit even when some units of the commodity are 
sold below total unit costs? 

Exercises 

1. Mr, A owns a rare painting. He has received the following offers: $20,000, 
$40,000, $60,000, $80,000. What will the price be? Can this situation be 
represented by demand and supply schedules? 

2. What price would the monopolist charge if the following conditions 
prevailed? 
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Unit 

price 

Units 

sold 

Revenue 

1 

Costs 

Profit 

or 

loss 

Total, 

absolute 

Marginal 

Total 

Marginal 

Absolute 

Unit 

i 

1 

Absolute 

1 

Unit 

Absolute 

Unit 

>0.80 

1 .000 

y 8(K).(K) 



1 * ^ 

1 

f "00.00 

1 

1 

1 



0.75 

1.200 

900.00 

yi(K).00 

yo.5o 

720.00 


1 1 
1 1 



0 . 70 

1.400 

980.00 

80. (M) 

0.40 

7.30. (8) 

1 

j 

1 1 
1 1 

1 1 
1 1 

1 

1 

1 

1 

1 

1 

1 

1 

0.65 

1,650 

1,072.50 

92.50 

0.37 

842.50 

1 

1 

1 

0.60 

1 .'XK) 

l,140.(Kt 

67 . 50 

0 27 

942 .30 

1 

1 1 

1 

1 

1 

1 

J 

1 

I 

1 

\ 

X 

0 55 

2 . 2(X) 

1,210.(8) 

70,(8) 

0 233 ! 

1 .077 50 

j 

1 

1 

1 

1 


0 50 

2,500 

1,250.(X) 

40 .( 8 ) 

0. 1.33 

1 

1 ,232 M* ! 

1 

1 

1 

1 

1 

1 

1 

1 


Draw u chart ihowiiiK minioi^oly 

3. A monopolist has a plant capable of pnxlucing 10(1, (XK) units Iti* t»»fal 
unit cost, when o|>rrating at capacity, is 50 cents |>n uiut. \anable unit owts 
are 20 cents, llte mono|)ohst (llMxivers that he can sell TO (MX) units tn the 
Ihiitctl States at $l |>er unit Bet'ause a tartll has lieeti hs the goseni 

niinit, he is pmtcK'tcHl in the home inorkH He ilecuW. tlierrAtire. tii m 4) in a 
foreign market, hut. liei'ausr i4 o»ni|iet»ttoti. hr u birred to sell the SO (XX> 
units at 30 (wnts unit, a prk^ that is bebm toSoJ ooX is hen op«ir«t»»ig at 
ia|iac'fty. 

Itois'ever, if he pmslui'tit osdy TO.fXX) uissts. Km bMol usiA c'lMt ii TO cants 
|ier unit. Shoukl the mtOMipobst srB in the Kweign moiAfX. e*s«n VKosgili hr 
sells bokiw total unit ci«ts. uv sKosiM he he i'ontowt srfrti Kte Ksnne m eiH. 
that b. Ilk sshk'K cos* sstU Ke nsoke the KgiKain pesBUl* 

« 11 the nnmofio&M (MM chargje hwil tw |vt» lor toSol S k ip yl i ) | nsnl mi id 
how many units usB h* imoKirad tmd wW he Kss prtXbf 

k Bupftena thol tie b oKW In sborgb • <^mn fivmv onxi esm mfuram enobiMsam 
sw that Ka c<«mi vKorgr omb p- ww g « |vie« os b sf hr at wd obmn. Mms — s A ymoil 
wiB ^ mokof 
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Unit 

price 

Units 

sold 

1 

Revenue 

Costs 

Profit 

or 

loss 

Total y 
absolute 

Marginal 

Absolute 

Marginal 

« 

Absolute 

Unit 

Fixed 

Var. 

Tot. 

un. 

Abso- 

lute 

Unit 

51.00 

20,000 

$ 20,000 



20,000 

4,000 

24 


1 


0.80 

40,000 

32,000 

$ 12,000 

$ 0.60 

20,000 

8,000 

28 




0.70 

70,000 

49,000 

17,000 

0.567 

20,000 

14,000 

34 




0.60 

110,000 

66,000 

17,000 

0.425 

20,000 

22,000 

42 




0.50 

160,000 

80,000 

14,000 

0.28 

20,000 

32,000 

52 



1 

0.40 

220,000 


8,000 

0.133 

20,000 

44,000 

64 



1 

0.25 

250,000 

62,500 

- 25,500 

- 0.85 


50,000 

70 





4. A monopolist is operating under the following market conditions: He 
operates a plant with capacity to produce 250,000 units. His total fixed costs 
are $20,000; his variable costs are 20 cents per unit produced. 
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17. Imperfect 


Competition 


Both perfect competition and pure monopoly are rare in real markets. 
The usual situation is what we can call imperfect competition^ or that 
type of market condition where there is more than one seller but where 
each firm producing and selling a product exercises some control over 
price, even if very slight. In other words, competition is not perfect, but 
neither does pure monopoly exist. The competitive situation is somewhere 
between these two extremes. We shall concentrate our attention on two 
types of markets which fall under the general classification of imperfect 
competition. In one of these, the number of sellers is small and therefore 
the control over price may be great. This type of market we shall refer 
to as partial monopoly. In the other type there may be a relatively large 
number of sellers. However, competition is by no means perfect in spite 
of the large number of sellers, because each firm makes a product that 
difiPers slightly from that made by any other. There is an important 
degree of competition between the sellers, nevertheless, because the 
product of each firm serving the market fills the- same general need 
of the consumer. This second market situation we shall refer to as 
monopolistic competition. 

We shall begin our investigation of imperfect competition with an 
analysis of partial monopoly. 


Partial Monopoly 

Partial monopoly prevails in a market when a single commodity is 
being produced by only a few firms. These sellers compete if they have 
no agreements with each other. But each seller must consider the reaction 
of all the others in planning his price and production policies, because 
he realizes that each of his few competitors can afiFect prices and pro- 
duction in the market. 
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Duopoly, The closest approximation to monopoly is found when there 
are but two sellers in the same market, both offering the same commodity 
at a single price. Both firms are often about equal in size; hence they 
must respect each others power to compete. Although pure duopoly, 
like pure monopoly, rarely exists in the sense that there are only two 
firms in the market, each producing a single commodity and selling it 
at a single price, sometimes two sellers so dominate the field that duop- 
oly is said to exist. For example, the TNEC, created by Congress to 
investigate the concentration of economic power, states,^ “In the electric 
lamp business, General Electric shares a duopoly of metal bases with 
Westinghouse and a duopoly of large glass bulbs, glass tubing, and rods 
with the Corning Glass Works/' The report mentions other fields in which 
two firms dominated, even though in each of these fields there were other 
sellers. These other sellers, however, were so small in comparison with 
the dominant firms that they could not influence price very much. 

In order to study the action of duopolists, let us take a simple example. 
Suppose there are but two clothing merchants, A and B, in a certain 
market, and both sell the same brand of clothes. Under these conditions 
it is clear that neither seller can charge a price that varies much from 
that charged by his competitor. If A, for example, decides to lower his 
price, those who formerly purchased suits from B will now buy from A. 
The loss of trade by B will force him to cut prices if he is to recoup his 
trade. A knows that this is the only logical action by B. He knows that 
B may retaliate by slashing prices below that now charged by A. Such a 
procedure, however, would result in a still further lowering of price by A 
to keep his trade. A continuous cutting of price in retaliation can result 
only in destructive competition costly to both sellers. 

Since both sellers, A and B, realize the implications of lowering prices 
to secure business from a competitor of about equal size, each will 
hesitate to start price competition. Each seller, moreover, is interested in 
making a profit. The problem confronting both A and B is how to secure 
the highest total profit in the long run without a price war. The answer 
lies in establishing a price that will maximize profits for both sellers. 
Each will seek to maintain this price when it is found. They can then 
divide profits between them. Thus, the price under duopoly will tend to 
approximate the price that will be charged by a monopolist, for the 
monopolist will charge a price that maximizes total net profits. 

* '*ConipotUion and Moiioix>ly in Amt^cAn Induslr>-.“ Mnnninttph 21. p. 199. 
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We should note one point, however. Although each is willing to charge 
a price that will maximize profits of both, the duopolists cannot without 
an agreement approximate this price as closely as a monopolist who can 
survey his market and regulate production of the entire output. There- 
fore the price under duopoly will tend to approximate monopoly price, 
but it may be slightly higher or lower, since control of output is not 
absolute. It is probable, moreover, that price under duopoly will be a 
little lower than that charged by a monopolist, because each duopolist 
fears competition from the other if he raises price in an effort to maximize 
profit. 

Strictly speaking, duopolists are two firms producing the same product. 
However, it might be to their advantage to produce slightly different 
products that fill the same need of the consumer. In other words, it 
would be possible, and indeed probable, that product differentiation 
would occur. 

Oligopoly. A more common condition found in the market is that of 
several competing producers with capacities of about the same size. Their 
number, however, is so small that no one of them dares act independently 
of the others in his pricing and production policies. Thus we talk about 
the ‘'Big Three” in the automobile industry. Again, we find that in the 
chemical field three firms, du Pont, Allied Chemical and Dye Corpora- 
tion, and Union Carbide and Carbon Corporation, dominated the market 
in certain lines before the war, although there are several other corpora- 
tions only slightly smaller than these tliree leaders in size and influence. 
Hundreds of small companies are also in this field and some of them 
made great progress during the Second World War in expanding 
products. Rayon is also said to be dominated by three firms, du Pont, 
The Celanese Corporation of America, and American Viscose, but in 
this industry also there are several other large firms. In the tobacco 
industry the dominance of a few firms is likewise in evidence. We can 
see, therefore, that many products are produced under conditions that 
approximate oligopoly. 

Let us take a simple example to illustrate long-run price determination 
under oligopoly. Instead of two clothing firms dominating a certain 
market, assume that four have a leading position; that is, each firm can* 
influence the market price by changing the price at which it sells its 
commodity. We again shall assume that all firms sell only one brand of 
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suits and that all must sell at a single price because they are competing. 
Under these conditions, what is the position of the oligopolist? 

Although the oligopolist realizes that any change in his pricing policy 
wiW affect all his competitors and may bring retaliatory actions from 
them, it is more difficult to determine how each competitor will react to 
a price change. The oligopolist knows that if he lowers his price all others 
will be forced to follow, for otherwise they will lose some of their cus- 
tomers. But what about increasing price? No one seller can be sure that 
if he increases price other sellers will follow; if they do not, he loses 
customers to them. Furthermore, the greater the number of firms in the 
market, the less any one seller will know about the others. Although 
each seller can influence the market and each desires to enhance profits, 
the fact that no seller can be sure of the action of the others means that 
price is not hkely to be increased to a point where total net profits will 
be maximized. Hence price under oligopoly, although inflexible, is not 
likely to be so high as under duopoly, just as price under duopoly may 
not be so high as that charged by a monopolist. 

We should note that one characteristic is common in all three cases; 
prices tend to be inflexible. Under monopoly a seller can set the most 
profitable price and maintain it; under duopoly and oligopoly a seller is 
reluctant to change price because he fears the reaction of his competitors. 
We may, therefore, conclude that under partial monopoly price is not 
so high as under monopoly, but that price is likely to be inflexible because 
it does not rapidly respond to changes in demand or cost. 

We need not confine our discussion of oligopoly to a situation where 
identical products are sold. Product differenHation can be present here 
also. When a duopolist or an oligopolist is able to differentiate his prod- 
uct even slightly, he may be able to secure a larger share of the market 
without causing destructive price competition. 

Where duopoly exists, the advantages of monopoly may be so great 

that the two finns will enter into an agreement and become a monopoly. 

In the United States, however, there are legal obstacles to doing this 

openly. Where there are more than two finns in the imuket, as under 

oligopoly, the effect of competition is stronger. Price will therefore 

approximate that which would prevail were competiHon more nearl>’ 

pure, and there is less danger of collusion on the part of all of the sellers. 

Later in this chapter we shall apply these generalizations to real market 
conditions. 
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Thus far in the discussion of duopoly and oligopoly, .we have empha- 
sized the influence of the seller in the determination of prices. Large 
buyers, however, also have their influence and can force sellers to quote 
prices that are satisfactory to them. Thus the great mail-order houses 
wielded great power in certain markets, such as refrigerators and tires, 
just before the Second World War. Moreover, even though these com- 
modities were produced by oligopolists, in the sense that only a few 
important sellers were in the market, the power of the large wholesale 
buyer was so great that the partial monopoly power of the producers 
could not always be asserted. 

Partial monopoly in practice. The analysis has pointed out how those 
who are duopolists or oligopolists may be expected to act in applying 
their pricing policies. It has also pointed out that, because of fear of 
retaliation, price charged by such sellers may be inflexible; that is, it does 
not change readily with shifts in demand. Often, in fact, under conditions 
of partial monopoly, competition is limited to other considerations than 
price; and producers may be willing to let sales decline in order to 
maintain a certain price. We can see that those who have a partial 
monopoly will use every device at their command to increase their control 
of production. Thus they often use product differentiation as well as 
production control. Partial monopolists, however, generally manufacture 
more than one commodity; hence, price policies and costs must be 
considered in relation not only to a single commodity but also to all 
commodities sold. In this section we shall consider actual cases to deter- 
mine some of the methods that have been used by partial monopolists. 

Examples of duopoly. The TNEC, which investigated the concen- 
tration of economic power, reported that in 1936 duopoly was found in 
the following commodities: domestic telegraph service, international 
communications, bananas, plate glass, electric lamps, electric accounting 
machines, air brakes, oxyacetylene, and sulfur. The committee also as- 
serted that many public utilities operate as duopolies, and that often 
duopoly prevails in local markets, but it pointed out that data were not 
available to determine to just what extent duopoly actually existed.^ 

The committee also pointed out that often firms that have a partial 
monopoly in one phase of their operations may have a complete monopoly 
in others. Thus their policies result, not from partial monopoly alone, but 
also from other avenues of price control. In considering the action of the 

‘Ibid., pp, 98-112. 
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duopolist, therefore, we must remember that he operates in a complicated 
economic system. Often he produces many commodities, some of which 
are produced under actual monopoly conditions, others under actual 
competition. Then too, he can practice product differentiation and thus 
affect prices. Often, also, he is a buyer as well as a seller, and consequently 
he can impose his power upon other sellers as well as upon buyers. 
Finally, in some cases he may enter into a definite agreement with his 
competitor. 

In order to see how the duopolist operates, let us take the case of 
bananas, as reported by the committee. This committee stated that, 
although bananas are grown in all moist tropical countries, more than 
nine-tenths of those produced for the export market come from Central 
and South America and the West Indies. The United States is one of the 
greatest consumers of bananas. In 1936 this country imported over 
99 per cent of its supply from Central America. Two concerns handle 
the bulk of this trade: The United Fruit Company, which sells about 
60 per cent, and the Standard Fruit and Steamship Company, which 
sells 30 per cent. 

United is, therefore, the giant in the industry. In 1936 it owned or 
leased 3i/i million acres of land. It operated hundreds of ships. It owned 
all but one of the banana railroad lines in Central America. It owned the 
only telegraph company in several Central American countries. It oper- 
ated docks, stores, hospitals, hotels, and thus dominated the economic 
life of some of these states. 

Even so, it produced only about one-half the bananas it sold, and it 
purchased the other half. This company would not contract with a 
producer unless he would agree to sell his entire supply to it. Since the 
company owned and operated railroads and docks, it could charge 
recalcitrant producers high rates for the use of these services or it could 
exclude them entirely. 

Its only competitor, the Standard, according to the report, “pre- 
fers to work with United rather than oppose it.” Standard did not 
compete at all in several Central American states. To reciprocate. United 
did not compete with Standard in several others. Although in some states 
both purchased bananas, each c-oncem often purchased all of the product 
within an area. In such areas neither company competed with the other. 

We may expect that, with two finns in the market and with one 
occupying a dominant pasition, the leader can exercise power like that 
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exercised by a monopolist. We have seen that the two firms in our 
illustration did not actually compete, for Standard apparently allowed 
United to set the price and then acted accordingly. Under these condi- 
tions, United was free to use a policy similar to that employed by 
monopolists; namely, it limited the supply of fruit. Sometimes bananas 
were cut and allowed to rot in the field; they were purchased and dumped 
along the railroad tracks; they were thrown into the ocean.^ By these 

methods the retail price of bananas was kept at a level profitable to the 
sellers. 

A study of the other commodities mentioned by TNEC indicates 
that the duopolists in almost every case used tactics similar to those 
employed by United. Since, however, most of the other duopolists were 
manufacturers, it was not necessary for them to destroy the good but 
simply not to produce it. The evidence showed that often duopolists 
tended to form agreements and to use other devices to maintain satis- 
factory prices. Thus their action was similar to that of a monopolist. 

Examples of oligopoly. Some examples of oligopoly were mentioned 
above, namely, automobiles, chemicals, and rayons. Many other com- 
modities, however, are also produced under conditions of oligopoly.’ The 
TNEC listed fifty-four industries in which the four largest firms pro- 
duced more than two-thirds, by value, of the total supply. Included in 
the hst were gum, ammunition, cigarettes, linoleum, rubber tires and 
inner tubes, sewing machines, soap, and matches. 

Some firms, however, produce more than one commodity. It is, there- 
fore, not at all uncommon to find the same firm dominating several fields. 
Often the same stockholders control several firms. Thus the leading firm 
in the cement industry in 1936 was the Universal-Atlas Cement Com- 
pany, which is a subsidiary of the United States Steel Corporation, a 
leading company in the production of steel. In the case of steel, even 
with several firms in the field and with only three or four dominant, the 
largest firm is still so large that it overshadows its nearest rival. In 1936, 
the United States Steel Corporation was several times as large as its 
nearest rival, Bethlehem; and the latter in turn was nearly twice as large 
as the third largest firm. Republic Steel Corporation. This latter cor- 
poration, however, was so large that its assets exceeded the aggregate 
investment of most of the remaining major firms put together.* 

® Ibid., p. 102. 

Ubid.,p.ll9. 
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Where such firms exist and each firm produces more than one com- 
modity, the power of each firm over price will vary greatly among the 
various commodities it produces. Yet, in spite of the complexity of the 
economic system in which these firms function, we can trace certain 
trends. In fact, sellers tend to act in most cases as our theoiy' of oligopoly 
would lead us to expect. That is why it is important to understand basic 
principles of this market situation. 

For instance, under oligopoly if one firm dominates the industry, its 
competitors are unlikely to engage in open competition with this dom- 
inant firm. Rather, the otlier firms tend to follow its leadership. In other 
words, when the dominant firm raises or lowers price, all firms in the 
industry also change price in the same direction. This is called price 
leadership. Such price leadership was found in the steel industn. It was 
also present in agricultural implements when the industry' was dominated 
by the International Harvester Company, wliich manufactured -41 jht 
cent of the total farm maclunery. In oil, the successors of Standard Oil 
invariably took the lead in announcing price changes; in cx)pper and 
lead, the American Smelting and Refining C'ompany assunuxl this roh\ 
and so on throughout the list of the commodities that were producxxi bs 
a few leading firms, among which one firm, because of its size, doininat«‘d 
the indu.stry. This action is w lnit we would evptet in thtx>n , and this is 
what W'as found in practice. 

A st'cond (‘xpected result was found in most of these industrie s. Larct 
competitors reached agreein<*lits to cxnitrol the anuumt plaixxl on the 
market and thus avoid s|H)iliiig the market bv forcing a rtxiuc'tion in piux- 
Tlu‘ committee showcxl in its monograph that agreeiiu'nts wt re rraclx'd 
in iron ore, gasoline, chemicdls. ty|x writers, and oth<‘r etmimcxiitu's 

A third situation, which wxnild he r\|>ecttHl under oligojtoK . w as fmmd 
among heavy giHuls industries, such as sh-el, <x*tm'nt, cast iron »tnl pi|i»* 
and similar Iw’axy' priKhiets, whrix' trans]>ort«tion iharges are a Urge jsart 
of total exist. Finns in these industries hv agrix'inent ujmxI the Iiasing point 
system. They ipioltx! prux's for dehsery. whuh iiHliKhd transportatKw 
(xnts from a certain Iiase point For mans >T«ni moat ■tes'l cxwnpanies 
usrxl the '‘IHttslnirgh pins* hasing txatrin wherehs esxs> fcrw. no matlet 
where it was located. qiKitrd prisie phu freight chanees fwwi rvttdwirfh 
The rffrx't was hi make the (xiat trf steel hi the hu\-re the saair whs^hre 
hr Unighl fnan a proihHx^ m his oww area os fnini a dsataist ptraWar 
In the ginernmenl isasird iwdm that this ss-alnsi mm lo he dhi 
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continued. Since that time, instead of hav'ing one basing point, several 
have been used. 

Under the new basing-point system as it was operating in 1936, all 
those who sold steel charged the same price as United States Steel. They 
then calculated the freight charges from various basing points and 
selected the one that gave the lowest price. However, since all sellers 
used the same formula, every seller of any steel product quoted the same 
price to the buyer for delivery at his door.'^ This system was varied some- 
what, of course, in other industries, but the result was the same; namely, 
identical prices were quoted by all sellers, irrespecHve of their location. 

Another practice used when a few firms dominate the industry is 
market sharing. This may be considered as a fourth result of oligopoly. 
Under market sharing, the dominant firms divide up the market in order 
to avoid competition. Sometimes such sharing is by formal agreements; 
at other times this practice is carried on as a trade policy. In the mono- 
graph mentioned above, the authors point out that this practice has in 
the past characterized investment banking, anthracite coal, meat, tobacco, 
and other commodity fields.® 

The monograph contains the following clear statement of the attitude 
of sellers who seek to avoid price competition: ^ 

It should be observed that the general practice among intelligent 
competitors respecting one another’s position need not be a matter of 
“tacit understanding.” In the case of Swift and Company it is an individual 
common-sense policy, arrived at independently, not to invite retaliation 
and trade wars by using aggressive tactics. Swift has deliberately tried to 
avoid cutthroat competition wherever it was legally possible to do so. 

In order to avoid competition, various other devices are also used. 
Common ownership and control of enterprises in the same industry are 
not uncommon. Interlocking directorates, common interest groups, and 
trade associations may be other means by which partial monopoly is 
preserved. 

We must not assume that those able to exert partial monopoly power 
always do so. The examples cited show what certain partial monopolists 
have done in the past. Legislation, court decisions, and changes in trade 

5 Ibid., p. 150. 

“ Ibid., p. 188. 

• Ibid., p. 185. 
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practices have modified some activities of duopolists and oligopolists 
since the TNEC made its study. 

In the industrial history of the nation other examples may be cited, 
however, showing how dominant firms in an industry have sought to 
destroy one another to secure monopoly power. Instances can be found 
in which sellers, plagued with idle capacity, were willing to take the risk 
of incurring destructive competition by lowering prices and thus in- 
creasing the amount they could sell. In many cases these sellers have 
engaged in price wars only to discover that such tactics were not so 
profitable as cooperation. It is important to know that, just as the advan- 
tages of monopoly have led to many agreements, so the pressures of 
competition have often led to price wars. 

The rubber tire industry has been a good example of highly concen- 
trated control with vigorous price competition rather than agreement 
Five firms, Goodyear, Firestone, U. S. Rubber, Goodrich, and General, 
dominate the field. Four of these firms are located in the same city. The 
product, however, is largely one for which the demand is indirect; the 
sale of tires depends upon the number of cars in operation and the 
number of miles tlie cars are dri\'en. During the years, moreowr, better 
and better tires have been made, and with the inipro\ ement of roads the 
number of tires sold per car has been reduc(‘d. Prices of tires l»a\ e fallen 
in spite of improvements. Tires that sold for $23 in 1920 sold for $4 in 
1932, and their average life had been greatly increased. The low price in 
1932, however, was due in large measure to the depression. 

Of further significance in this iiidustrx' was the fact that pnxluctive 
capacity was increasing faster than demand; hencv, there was idle 
capacity. The industry snflercHl from excess capacity. rapidl> fulling 
price.s, and advanced teehnologx'. These faiiors caiiMHl mam of the 
smaller firms either to go into liankniptc> or to enter into mergei-s uith 
other firms in the hojie of cutting owihead. NotiAith.standmg the gradual 
elimination of small finns. in spite ot mergers, and in spite of the fact 
that there were only five dominant finns in the indusm, four of whic4i 
Were in the same city, then^ was little e\ideiice of cidhisitNi or agrtvirmt 
to fix jirices or divide the market. 

Several factors account for tljc ixMitinuation of cxvnprbtkm in an 
industry that has every reason tt» Itcxxwne nHYiK)|ndtstic in wder to tm\r 
itself fnan destructi\e com])etition. K^nt was the pola^ of Mr Kirvutnne 
who direclTil the affairs of the aetxUHf largrat tire-peodiK^g <xwifsam 
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He believed that the best way to increase volume was to reduce prices. 
Since his plant was operated very efficiently, his costs were low; conse- 
quently, he continued to reduce prices, and his action forced other 
manufacturers to follow suit. 

However, this factor was not the only one that affected competition 
in the tire industry. Though the industry was under the domination of a 
few firms, it was faced with another problem. Automobile manufacturers 
were among the largest buyers of new tires. Their business was, therefore, 
keenly solicited by the sellers. This fact made it possible for automobile 
manufacturers to play one seller of tires against another and thus force 
price concessions. Replacement of tires was also largely in control of a 
few large buyers, such as the great mail-order houses, oil companies, and 
auto-supply chain stores. These large buyers also forced tire companies 
to make concessions in prices. In the main such concessions resulted in 
the manufacture of special brands for the seller. Thus Goodyear made 
All-state tires for Sears, Roebuck and Company and sold them to Sears 
at a price from 29 to 40 per cent below the wholesale price of Good- 
year’s comparable brand, All-weather tires. Sears in turn sold its All-state 
tires from 20 to 25 per cent below the prices charged by Goodyear 
dealers for a comparable tire. Under somewhat similar conditions United 
States Rubber Company was making Riverside tires for Montgomery 
Ward, while Goodrich was making Atlas tires for Standard Oil. Tire 
companies, moreover, also sold cheaper brands of their own in competi- 
tion with the brands that they were making for large buyers. Thus we 
can see that competition was very great between these manufacturers. 
After 1933, however, such competition was greatly modified, and price 
cutting, dealer pirating, and the like seem to have been largely abolished. 

Price wars and severe competition have taken place among other 
industries in which a few firms dominate the market. The refrigerator 
field has had its price wars; food processors dominating their fields have 
kept prices flexible because of their active competition. On the other 
hand, many examples can be given to show how concentration of pro- 
duction in a few firms has kept prices rigid and profits high. Drugs, 
medicines, soaps, cosmetics, and toilet preparations have generally been 
sold under a system of inflexible prices and high profits. 

Monopolistic competition. A second type of imperfect competition, 
which we have called monopolistic competition, has easily defined 
characteristics, the most significant being product differentiation. As we 
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have mentioned, there may be a large number of sellers, but each offers 
a shghtly different product. VVe shall now examine the ways by which 
the products of competing firms can be differentiated even though these 
products ser\'e the same general need of the consumer. 

How product differentiation can be achieved. Product differentiation 
can be achieved in a number of ways. In the first place, products may be 
differentiated because they have different specifications or are made from 
different ingredients. For example, there are a relatively large number of 
radio manufacturers who make table models. These radios differ con- 
siderably in specifications. Another example is found in the large number 
of tooth pastes available on the American market. Most of them differ 
in some degree because of the various ingredients used in their manu- 
facture. 

When product differentiation results from differences in specifications 
or ingredients, the differentiation is real. However, the consumer some- 
times may be persuaded that one product is superior to others even when 
no real differences exist or when the differences are very slight. The 
persuasion may result from various types of selling efforts. 

The belling efforts of the cigarette companies provide an example of 
differentiation through persuasion. Cigarettes are made from tobacco 
and cigarette paper, and all are classified as cigarettes. However, various 
sellers seek to differentiate their product from that of others. One seller 
maintains that only finer tobaccos are used; another, that his product 
contains less nicotine; a third, that the cigarette he produces bums longer 
and is less irritating to the throat; a fourth, that something new has been 
added. Each producer also competes with the others in making sup- 
posedly scientific tests and in securing testimonials from noted persons 
to make the consumer believe that his product is different from that sold 
by competitors. 

Thus advertising and various other types of selling efforts can be used 
to achieve product differentiation. There are many other ways by which 
the goal can be readied, however. Within any market some sellers have 
unusually desirable locations. Otlier long-established firms have built up 
a reservoir of good will that causes customers to look with special favor 
on their products. Still other enterprises provide such excellent and 
courteous service that their products are given preference even when 
the goods are identical in physical characteristics. The use of brands and 
tiado-marks is a means that contributes to establishing and maintaining 
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product differentiation. A brand name or trade-mark helps the consumer 

identify the product that he has been convinced is superior. The value 

of a trade-mark or brand name usually is built up by long and expensive 
advertising. 

Why product differentiation is sought. In the degree to which product 
differentiation and preference can be attained, a firm can increase the 
extent of the monopoly it enjoys. This in itself eliminates some of the 
hazards of losing customers through price cutting by competitors. More- 
over, higher prices usually can be obtained when product superiority can 
be established. Thus product differentiation is highly desirable in a 
market where there is a relatively large number of sellers. 

The student need only to look around to observe that monopolistic 
competition is the most common type of market situation. There are 
many suppliers of most products that we buy. Each seller tries to make 
us believe that his product is different and superior. 

When differentiation is established, a firm becomes a partial monopoly 
in dealing with its most loyal customers. As with any monopoly, its sales 
curve slopes downward to the right. However, its position is not nearly 
so secure as would be the case if it had a complete monopoly. Its power 
over price is limited by the fact that somewhat similar products are 
offered by competitors. An increase in price will drive some customers to 
competitors if the competitors hold prices unchanged. Oil the other hand, 
by lowering prices customers can be won from other* concerns; unless, 
of course, the others meet the price cuts. 

Summary 

Since both perfect competition and pure monopoly are rare in real life, we 
need to understand price determination under what we termed imperfect 
competition. By imperfect competition we mean that type of situation where 
characteristics of both monopoly and competition are found. There is more 
than one seller, but the individual sellers nevertheless wield considerable 
influence in regard to price. Most real markets are examples of imperfect 
competition. 

We recognized partial monopoly and monopolistic competition as two types 
of imperfect competition. We further subdivided partial monopoly into 
duopoly, where there were only two sellers, and oligopoly, where relatively 
few sellers were present. The chief characteristic of monopolistic competition 
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is product differentiation; that is, the product of each of a relatively large 
number of sellers is different in a slight degree from that of each of his 
competitors. Differences in product can occur, of course, in partial monopoly 
but are not the outstanding characteristic of this type of market situation.’ 
Rather, the small number of sellers is the dominant feature. 

Enough illustrations have been cited to show the problems that arise when 
sellers enter a market under the complex conditions of production and of sales 
that prevail in the actual world of business. We have seen that, even where 
produeers are selling one commodity only, each is confronted by competitive 
and monopolistic forces which vitally affect him. Sometimes the seller stands 
in a favorable position to agree with his competitors to keep prices high, only 
to discover that, because of vast buyer power, he must make concessions 
Sometimes sellers fear government regulation. Then, too, low-cost producers 
are not always willing to share the market with high-cost producers. To some 
degree, however, each seller through the use of brands can differentiate his 
product and thereby secure and retain a market. Generally such a market can 
he retained only at a very great advertising cost. 

Although a producer may be tempted to enter into agreements to prevent 
price cutting and many other competitive practices, the pull of competition 
may be so strong that these agreements cannot be sustained; yet they are 
attempted again and again, only to be interrupted by severe price wars and 
destructive competition. Notwithstanding these difficulties, we can predict 
long-run tendencies or trends. For example, our study has shown that duopolists 
and oligopolists tend to keep prices rigid and to restrict production in order 
to secure high profits. This long-run trend may be interrupted time and again; 
yet it persists. Hence, we find our theory substantiated in actual practice; and 
we may be confident that where duopoly or oligopoly exists the trend will be 
toward rigid prices, collusion, and agreements th;it may exentually lead to 
monopoly. On the other hand, in markets dominated by competition, we 
ihscover the wide use of brands and product differentiation. These devici-s 
prevent the operation of free competition. However, notsvithstanding these 
trends, the pull of competition is still a Wtal force in the market. 


Stitdy Questions 

1. What two phases of imperfect comi>etition are studied in this chapter? 
Distinguish l>etween them. 

2. NMiat is the difference l>etween monopoK-, oligopoly, and diiop»ilvP 

3. Vnm the ixiint of view of theoi>-. what u*ould yixi expect to happen to 
the prioe<KWt relationship in a market in u-hich the numher of firms 
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producing a particular product increased from two to five? From five to 
ten? From ten to one hundred? 

4. What objectives may sellers have in mind when product differentiation is 
attempted? 

5. Name several methods used to secure product differentiation. 

6. Under what form of market (monopoly, perfect competition, oligopoly, 
etc.) would you expect the greatest price flexibility, other factors being 
equal? Why? 

7. What factors does the oligopolist weigh in considering a change in 
pricing policy? Do these same factors confront the monopolist? 

Exercises 

1. Our study has indicated that where partial monopoly exists, prices tend 
to be much more inflexible than where competition dominates. 

In 1938 the automobile industry published the results of a study entitled, 
“The Dynamics of Automobile Demand,” ® in which the writer stated: 

There is a certain school of economic thought that characterizes the automobile 
industry as an “oligopoly.” According to this school, each producer controls such 
a large proportion of the total market that he must reckon with the effect of his 
own actions upon the actions of his competitors and consequently is restrained 
from cutting prices because he knows that a price reduction would promptly 
be met by his competitors. Therefore, subscribers to this doctrine maintain that 
prices fail to fall in oligopolistic industries in response to sudden reductions in 
the intensity of demand, whereas in industries in which there is little concentra- 
tion, prices respond very quickly to changes in intensity of demand. This 
analysis shows that the above line of reasoning, at least as applied to the auto- 
mobile industry, is specious. Concentration has nothing to do with it but costs 
have everything to do with it, and the nature of costs is entirely independent 
of concentration of production in a few hands. 

a. To what extent does the discussion in the text agree with the statements 
made in this article relative to the action of oligopolists in controlling prices? 
To what extent does it disagree? 

b. Does the discussion in the text emphasize the significance of costs as a 
price-determining factor in oligopoly? In what way? 

c. The writer also presented figiures showing that prices had changed greatly 
between 1920 and 1939. Thus car A was priced at $3,170 in 1920 and a 

® “The Dynamics of Automobile Demand,” Detroit, Mich., 1938, pp. 133-134. 
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comparable car was priced at $685 in 1939. Prices of car B were $2,435 and 
$648, respectively; car C $3,285 and $810; car D $2,780 and $955. 

Does the fact that o\ er the years prices of a commodity are radically reduced 
invalidate the theory of price under oligopoly? 

2. Some economists maintain that producers of commodities that are funda- 
mentally the same seek to make them appear different by use of the following 
means: (1) use of clever slogans, (2) differences in conditions of sale, (3) differ- 
ences in sales policies, (4) differences in advertising. 

a. Study certain products that are fundamentally the same and determine 
how many of these devices are being used. For example, such products as 
cigarettes, soap, and shaving equipment are typical commodities in which 
product differentiation is practiced. 

b. Would you classify automobiles in this group of commodities? Why or 
why not? 
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18 . Interdependent Prices 


In studying the forces that determine the prices of individual commodi- 
ties we have thus far assumed that the price of any one commodity is 
determined independently of the prices of other commodities. Strictly 
speaking, this assumption is not tenable. The prices of all commodities, 
both services and material goods, constitute a price system; and the price 
of any one commodity is related in various ways to the prices of all the 
others. 

In the first place, all prices are interrelated because all economic goods 
compete directly or indirectly for the consumer’s dollar. As a result, a 
change in the price of any one good, and the total amount of money 
spent on it by consumers, will tend to affect in some degree the demand 
for most other goods, and hence their prices. Let us suppose, for example, 
that the price of automobiles should rise 50 per cent because of reduced 
supplies of labor and materials. Unless the demand for automobiles has 
unit elasticity, this would cause people to spend on an average either 
more or less of their income on cars. If demand is elastic, they would 
spend less; if it is inelastic, they would spend more. The national income 
remaining unchanged, if people spent more money for automobiles they 
would have less to spend on other goods; and therefore the demand for 
other goods would tend to fall off, and their prices would tend to decline. 
On the other hand, if people spent less money on automobiles, they 
could have more to spend on other goods, demand for these goods would 
tend to increase, and their prices would tend to rise. 

A second way in which the prices of economic goods are related to 
one another is through competition for the factors of production. Suppose, 
for example, that there is an increase in the demand for some one prod- 
uct, say airplanes. Airplane prices vrill rise and airplane production will 
be more profitable; and as a result the producers will attempt to expand 
output. To do this they will have to employ more of the factors of pro- 
duction. They will, for one thing, hire more labor. This increased demand 
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for labor for producing airplanes will tend to raise the general level of 
wages; and as a result it will tend to raise the costs and prices of all other 
products. 

It is clear, therefore, that theoretically a change in the price of one 
commodity will tend to aflFect the prices of all other commodities. In 
most cases, however, the effect on other prices is so small that we make 
a very slight error if we assume, as we have in earlier chapters, that 
the price of a given commodity can change independently of the prices 
of other commodities. There are, however, some important cases in 
which the prices of two or more commodities are so closely tied together 
that any considerable change in the price of one is likely to have a 
marked effect on the prices of the others. The remainder of this chapter 
will be devoted to a study of some of these special cases of interrelated 
prices. 

Prices under joint demand. When from necessity or custom two or 
more products are used together, and when a change in the demand 
for one is almost sure to be accompanied by a similar change in the 
demand for the others, the products involved are said to be subject to 
joint demand. Under actual market conditions there are many cases of 
this kind. For example, if the demand for bread increases, the demand 
for butter will increase; if there is a greater demand for automobiles, 
then there will be a greater demand for gasoline and oil; and if there 
is an increase in the demand for houses, this will create increased de- 
mands for bricks, stone, glass, wood, nails, and other materials used in 
building. 

When two commodities are subject to conditions of joint demand, a 
change in demand will cause the prices of both to move in the same 
direction. However, if the price of one of the commodities changes as 
a result of a change in supply, the price of the other will tend to move 
in the opposite direction. Let us suppose, for example, that the price 
of bread should rise to 50 cents a loaf because of a reduced supply re- 
sulting from an extreme shortage of wheat. The high price of bread 
would cause a drop in consumption; and since butter is principally used 
on bread, the reduced consumption of bread wx)uld cause a drop in the 
demand for butter, and hence a decline in the price of butter. 

Where several commodities are subject to conditions of joint demand, 
the demand for any one of them considered separately is Ukely to be 
relatively inelastic. An extreme example is the demand for nails. It has 
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already been noted that a demand for houses creates a joint demand for 
nails and various other building materials. Let us suppose that the 
demand for houses is very elastic; so much so that a rise of 10 per cent 
in costs will cause a decline of 50 per cent in the volume of construction, 
while a decline of 10 per cent in costs will cause a doubling of the vol- 
ume of construction. In spite of this elasticity of the demand for houses, 
the demand for nails alone will be highly inelastic. Even if the price of 
nails should increase ten times, it is unlikely that sales would fall. off 
very much. The reason is that nails must be used if houses are built; 
and though the increase in the price of nails will increase the cost of 
houses, the effect will be so slight as to have no appreciable effect on 
the number of houses demanded. 

It has already been noted that, when two commodities are subject to 
joint demand in a certain use, a change in this joint demand will tend 
to cause their prices to move in the same direction. However, if one of 
these commodities has only this single use while the other has many 
uses, the price of the first commodity will be affected much more than 
the price of the second. Such a situation is often found when the de- 
mand for a finished good creates a joint demand for the factors used in 
producing it. 

To illustrate such a case as simply as possible, let us assume that two 
factors of production, and two only, are jointly demanded for the manu- 
facture of a finished product. We will suppose that only wood and labor 
are required for the making of chairs, and that a demand for chairs 
creates a joint demand for both of these factors. At a certain time when 
the market is in equilibrium, the wood used for each chair costs $1 and 
the labor 50 cents, while the chair itself sells for $1.50, a price just suffi- 
cient to cover the cost. At this price 10,000 chairs are demanded per 
month. 

Now let us suppose that there is a substantial increase, in the demand 
for chairs so that the price rises to $2, at which price the number de- 
manded is 15,000 per month. This increase in the demand for chairs 
will increase the demand for both wood and labor and will tend to in- 
crease the prices of both. Assume, however, that wood is used in many 
industries and that the demand for it in chair making is a very unimpor- 
tant part of the total market demand. In this situation the increased 
demand from the chair industry will have little effect on the price of 
wood. Assume, on the other hand, that the type of labor used in making 
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chairs is highly skilled and specialized and is not employed in any other 
industry. The increased demand for chairs will mean a great increase 
in the demand for tliis specialized type of labor and will tend to cause 
a sharp rise in its price. As a result, when equilibrium is again reestab- 
lished so that tlie price of chairs is once more equal to their cost of pro- 
duction, most of the increase of 50 cents in the price of chairs will go 
to labor in the form of higher wages, and very little of it will be repre- 
sented by an increase in the price of wood. 

This example illustrates how, under conditions of joint demand, a 
change in the demand for the finished product may have different effects 
on the prices of different factors of production. We see that, where joint 
demand exists, variations in the prices that producers must pay for the 
factors of production will be greater for factors with few uses than for 
those which have many uses. However, the differences between these 
two situations may be less in the long run than in the short run. If be- 
cause of scarcity there is a sharp rise in the price of some factor, in the 
long run this is likely to bring about an increase in the amount supplied. 
Given time, for example, new men can be trained in the art of making 
chairs. Thus extreme changes in the prices of the factors used in produc- 
tion may prove to be only temporary. 

Prices of substitutes. When two or more economic goods may be used 
for the same purposes, tliey are said to be substitutes. Substitute com- 
modities are very common, not only among consumers* goods, but also 
among materials used in production. Sometimes two substitute goods 
are equally desirable for the purpose that they sene, and in this case 
the tendency is always to use the cheaper one. More frequently, per- 
haps, one of the substitute goods is better tlian the other, and in this case 
the less desirable substitute will be used only if the saving in cost is 
appreciable. 

When two goods can be substituted for one another, a change in their 
relative desirability tends to cause their prices to move in opposite di- 
rections. For example, butter and oleomargarine are substitute com- 
modities but most people prefer butter to olco. However, if the public 
preference for butter should decline, the demand for butter and its price 
would tend to fall while the demand for oloo and its price would tend 
to rise. 

The result is different when the price of one of t ^\'0 substitute goods 
changes because of a change in its supply. In this case the price of the 
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other good will tend to move in the same direction. Suppose, for example, 
that an epidemic among dairy cows should cause a decline in the supply 
of butter and a sharp rise in its price. It is clear that this would cause 
an increase in the demand for oleo, and that the price of oleo would also 
rise. 

When a commodity has one or more good substitutes that sell within 
its own price range, ^e demand for it is likely to be more elastic than 
would otherwise be the case. If the price of such a commodity rises, the 
amount demanded will decline rapidly because people will turn to the 
substitutes. On the other hand, if its price falls, the amount demanded 
will increase rapidly because people will use less of the substitutes and 
more of the commodity that has declined in price. 

Because substitutes for a commodity make its demand more elastic, 
they tend to reduce fluctuations in its price. Consider once more the 
case of butter and oleo. A decline in tlie supply of butter will cause its 
price to rise. However, the fact that people can turn to oleo as the price 
of butter rises causes the rise in price to be considerably less than it 
would be if no oleo were available as a substitute. 

Often the manufacturers of a finished product can choose from among 
a number of substitute raw materials. The maker of chairs, for example, 
can employ any one of several kinds of wood, such as oak, maple, or 
mahogany. He can even, if he chooses, make chairs of steel or aluminum, 
or of some metal alloy. To be sure, the various substitutes available are 
not equally desirable from the viewpoint of all purchasers of chairs. 
Nevertheless, a rise in the price of chairs made of any one material will 
cause many consumers to turn to chairs made of substitute materials. 
As a result, the prices of chairs are likely to fluctuate considerably less 
than would be the case if substitute materials were not available. 

Partial, complete, and potential substitution. When each of two 
substitute commodities is in active use, substitution may be said to be 
partial. It sometimes happens, however, that eventually one of the two 
commodities entirely replaces the other. In this case substitution is said 
to be complete. Complete substitution may result because one good de- 
velops an overwhelming superiority for the use in which both have been 
employed; or it may occur because one good becomes so very much 
cheaper that no one is willing to pay the price of the other. It is clear 
that, when a substitute commodity completely replaces its rival, the dis- 
placed commodity ceases to exert any active influence on the price of 
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the commodity still in use. The automobile and the horse and buggy are 
an example of almost complete substitution. At one time both were in 
wide use, and the price of one undoubtedly influenced the price of the 
other. Now, however, the superiority of the automobile is overwhelming, 
and it has almost completely replaced the horse and buggy. As a result, 
there is no longer any significant price relationship between the two. 
Today if the price of automobiles should go extremely high, many people 
would go without them but very few would turn to the horse and buggy 


as a substitute. 

In many cases where a commodity has no active substitutes there may 
be materials that could be employed in its place if conditions changed, 
Wh^re such a situation exists, substitution is said to be potential. The 
existence of potential substitutes for a commodity is sometimes very sig- 
nificant. For example, the known petroleum reserves of the United States 
will not last very many years. However, satisfactory motor fuels can be 
made from various other materials at prices not very greatly above the 
present price paid for gasoline. The existence of these potential sub- 
stitutes for petroleum gives the public protection against a possible future 
shortage of gasoline and the excessive prices that this would bring. 

Prices of joint-cost products. It often happens that the production of 
one good results in the production of other goods. For example, a farmer 
who raises cotton also secures cottonseed. When sheep are raised, tlie 
product is not only meat but also wool and hides; and when copper is 
produced, a certain amount of silver is extracted from the ore as a by- 
product. Whenever it is impossible to produce one commodity without 
at the same time producing others, we have a true case of joint costs. 
When two commodities are produced under conditions of joint cost, it 
is obvious that there is no way of separating the cost of one from the 
cost of the other. 

Let us take as a simple illustration the production of cotton and cotton- 
seed. Suppose that there is a demand for each of these commodities and 
that each can be sold at a price. How much should the fanner receive for 
cotton fiber if he is to cover its cost? And how much should he receive 
for cottonseed? Since the cost of producing the fiber cannot be separated 
from the cost of producing the seed, it is obvious that these questions 
cannot be answered separately. The only thing that can be said is this: 

If it is to be worth while for the fanner to go on raising cotton, the price 
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of the cotton fiber and the cottonseed together must be at least high 
enough to cover all the economic costs of producing both. 

There was a time when cottonseed had no value and was thrown away 
as waste. In this situation the entire cost of producing cotton had to be 
carried by the price of the fiber. Finally, however, cottonseed was put 
to various uses. The seed became a source of vegetable oil, and cotton- 
seed cake was used for feeding purposes. Since cottonseed had then 
become useful, for the first time it commanded a price in the market. 
As a result, cotton raising became more profitable than before. This, 
however, tended to result in greater production of cotton and lower 
prices for both the fiber and the seed. The tendency was for the prices 
of both to drop until the price of the two together was just equal to the 
joint cost of producing both. To the farmer it makes no difference how 
much of this joint cost is covered by the fiber and how much by the seed. 
If he can cover his total economic costs, his most diflBcult problem is 
solved. 

To see the nature of the problem confronted by the cotton farmer let 
us suppose that it costs on an average 10 cents to raise a pound of cot- 
ton when cotton fiber alone is produced, and that the price of a pound 
of cotton is also 10 cents. Assume that later a use is found for cotton- 
seed, and that for every pound of cotton produced there is also a pound 
of cottonseed. If the cottonseed sells for 5 cents a pound, the farmer will 
receive 15 cents for a pound of cotton fiber plus a pound of seed. Since 
his total costs are only 10 cents, he will be induced to increase produc- 
tion. The output of a single farmer will not, of course, affect the price. 
Other farmers, however, will also have an inducement to expand output, 
and the result will be that the prices of both cotton and cottonseed will 
decline. If costs do not increase, the expansion of production will con- 
tinue until the combined price of a pound of cotton and a pound of 
cottonseed has dropped to their joint cost of 10 cents. The individual 
farmer can influence neither prices nor the general level of costs. He 
can, however, strive to operate his own farm with more than average 
eflSciency in the hope of bringing his own costs somewhat below the 
general level. 

When two commodities are produced under conditions of joint cost, 
their relative prices will be determined entirely by demand. Let us as- 
sume as before that it costas 10 cents to raise a pound of cotton and a 
pound of cottonseed, and let us further assume that each product sells for 
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5 cents a pound and tlius bears half of the joint cost. Sometime later 
there is an increase in the demand for cotton fiber but no increase in the 
demand for cottonseed. Suppose that the increased demand for cotton 
fiber causes its price to rise to 7 cents. This higher price will induce an 
increase in the production of both the fiber and the seed. However, the 
increase in the output of cottonseed will cause its price to decline, let 
us say to 3 cents a pound. Since the price of cottonseed has declined and 
the price of the fiber has risen, a greater part of the total cost of pro- 
duction is now covered by the price of the fiber. Whereas previously the 
fiber and the seed each covered one-half the joint cost, now the price 
of cotton fiber covers 7 cents of the 10 cents' cost of producing a pound 
of each, while the cottonseed covers only 3 cents of this cost. However, 
so long as the total cost is covered, it is possible to continue to produce 
both products at the established rate of output. 

Under perfect competition, it should be noted, the combined prices 
of joint-cost products would always tend to equal the total cost of pro- 
duction, but the relative prices of such products would be determined 
solely by demand. 

Before leaving the discussion of joint costs, we should note that there 
are few cases in which all the costs of producing two or more products 
are joint. Beef and hides, for example, are subject to joint costs only up 
to the point where the cattle are slaughtered and skinned. Be\’ond that 
point special costs must be incurred before either product is ready for 
the final consumer. Unless the price is high enough to meet these special 
costs, the product will be worthless for it will not pay to market it. In 
the case of hides the principal special costs that must be met are those 
involved in curing, tanning, and shipping. 

Prices of inseparable-cost goods. Inseparable costs must be carefully 
distinguished from joint costs. As has already been noted, a true case of 
joint costs exists only when it is impossible to produce a certain com- 
modity without i^roducing one or more other commodities. There are 
many cases, however, in which commodities that could be produced quite 
independently of one another are in fact produced by the same enter- 
prise or even in the same plant. Where two or more commodities of this 
type are made in the same productive unit, there is no way of allocating 
the "overhead** or fixed costs except on a purtdy arbitrarx' basis. Such 
costs are therefoi'e said to be Uvseparablc . 
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To illustrate some of the problems that arise in connection with in- 
separable costs, let us suppose that a certain manufacturer is producing 
several products and that substantial parts of his costs are inseparable. 
Since there is no satisfactory way of allocating these inseparable costs, 
how can he tell whether any particular product is being manufactured at 
a profit or at a loss? The answer to this question is that a product is 
always profitable, in the sense of increasing his net income or reducing 
his net loss, if the price of the product more than covers the separable 
costs incurred in producing it. These separable or direct costs are the 
only costs that would be saved if the product in question were not manu- 
factured. If the price of the product more than covers these separable 
costs, then producing it contributes something toward the overhead or 
fixed costs that go on anyway. 

Of course in the long run a manufacturer must cover inseparable as 
well as separable costs. He should not produce any commodity, even at 
a profit, if he can replace it with another that will yield a still greater 
profit. Assuming,- however, that a more profitable alternative is not 
available, it pays to produce any commodity that can be sold at a price 
that will more than cover the separable or direct costs of production. 

Charging what the traffic will bear. A very large proportion of the 
costs of a railroad are of the overhead or inseparable type because of 
the huge investment in plant and the heavy cost of maintaining the 
right of way. As a result, a railroad faces certain peculiar problems in 
settling its rates. On an average its rates must be high enough to cover 
all costs. However, if the same flat rate per ton-mile were charged for 
all goods regardless of their type or value, some cheap and heavy prod- 
ucts, like gravel, might not be shipped at all. In such cases it will some- 
times pay a railroad to set a rate lower than its average total costs per 
ton-mile if such a rate will result in bringing it more traflBc. Of course 
if it carries some kinds of freight at rates below average total costs, it 
must carry other kinds at rates above average total costs. It therefore 
places relatively high rates on light and valuable goods which will stand 
these charges. Such a method of setting freight rates is called charging 
what the traffic will bear.” 

The following illustration will help the reader to see why it may be 
profitable for a railroad to carry some kinds of freight at less than aver- 
age total unit cost. Suppose that the average cost to a railroad of carry- 
ing all freight is 2 cents per ton-mile. Gravel, however, will not be 
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shipped if the rate is o\'er 1^4 cents. Suppose that the separable or di- 
rect costs incurred in carrying gravel are only 1 cent a ton-mile. In this 
situation if the railroad refused to carry gravel for 1 % cents, it would 
save a cost of only 1 cent and sacrifice a revenue of cents for every 
ton-mile of traffic lost For every ton-mile of traffic gained, it adds % cent 
to its net income. Even the shippers of goods that pay freight rates above 
the average are likely to gain, for if the railroad sacrificed the net in- 
come to be obtained from gravel it would have to charge even higher 
rates on other types of goods, 

“Charging what the traffic will bear” has a sinister sound to many 
people, because at one time some railroads used their monopoly power 
to charge excessive and oppressive rates. Today, however, charging what 
the traffic will bear means only charging those rates which will lead to 
the fullest and most profitable utilization of plant. Because such a policy 
reduces average costs, it is likely in the long run to benefit equally both 
the railroads and those who use their services. 


Summary 

The prices of all goods are interrelated because all goods compete for the 
consumer’s dollar or for the factors of production. However, in the case of 
most commodities the error is small if we assume that the price of a given 
commodity can change independently of the prices of other commodities. 
There are, however, certain special cases in which the prices of two or more 
commodities are rather closely tied together. In this chapter four of these 
special cases were analyzed: joint-demand goods, substitute goods, joint-cost 
goods, and inseparable-cost goods. 

Joint-demand goods may be defined iis goods that, from custom or necessity, 
are used together so that a change in the demand for one is accompanied by 
a change in the same direction in the demand for the others. Substitute goods 
are goods that may be used for the same purposes. Joint-cost goods are goods 
that cannot be produced separately. If one is produced, the others are produced 
in the same process. Inseparable-cost goods are goods which could be produced 
separately but which are frequently produced , in the same productive unit. 
As a I'esult, a large part of the costs of producing them consists of overhead 
or inseparable costs which cannot be allocated to any particular product except 
on a purely arbitrary basis. The fact that railroads are subject to large o\'erhead 
costs accounts for their practice of setting rates on the basis of **what the traffic 
will bear.” 
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Study Questions 

1. In what respects are all prices related? 

2. Why does an increase or decrease in the price of one commodity affect 
prices of other goods? 

3. Under what conditions do we have a joint demand? 

4. When several products are in joint demand, what effect will an increase 
in the supply of one have upon the prices of the others? Why? 

5. When a number of products are jointly demanded, the demand for any 
one of them is likely to be rather inelastic. Why? 

6. When is one good a substitute for another? 

7. How does the existence of substitute goods affect prices? Explain 
carefully. 

8. Under what conditions will prices of substitute goods- move in the same 
direction? in the opposite direction? 

9. What is the difference between partial, potential, and complete sub- 
stitution? 

10. What is the difference between joint demand and joint cost? 

11. Show how the price of one commodity produced under conditions of 
joint cost is affected by an increase in the demand for another commodity. 
Explain all possible situations. 

12. Explain the difference between joint costs and inseparable costs of goods. 

13. Under what conditions should prices be based on the principle of 
charging what the traffic will bear? 

Exercises 

1. The transportation industry includes airplanes, motor vehicles, trains, 
boats, and privately operated automobiles. Show how the fact that all these 
means of transport exist affects the amount of traffic haiJed by each; the price 
each can charge; and the profits each can make. Is one of these industries a 
complete substitute for the other? a partial substitute? a potential substitute? 



INTERDEPENDENT PRICES 


$ 


271 


2. Copper and silver are often produced from the same ore. During the 
last several years the government has pursued a policy of keeping the price 
of silver high. 

a. Suppose silver and copper are produced in equal amounts from the same 
ore. W^at effect will this policy have on the quantity of copper produced? 

h. Suppose for every ounce of silver produced, 10 pounds of copper are 
produced. Suppose that under these conditions silver sells for 70 cents per 
ounce while copper sells for 20 cents per pound. Will your answer still be 
the same? 

c. What effect will a decrease in the demand for silver have upon produc- 
tion under the above conditions? \\niat effect will a decrease in the demand 
for copper have? Explain your answers carefully. 

3. Suppose that the demand for pens and ink represents a joint demand. 
Assume that pens are produced under conditions of decreasing cost in the 
long run, and that ink is produced in the long run under conditions of increas- 
ing costs. Suppose that in the long run the demand for pens increases greatly. 
What effect will this increase in demand have upon the price of pens in the 
long run? upon the price of ink? 

4. In some states a very heavy tax is placed on oleomargarine. W^at effect 
will such a tax have on the price of butter? Explain. 

5. Wood, steel, and aluminum are used to make many articles that are used 
for the same purpose. Show how an increase in the cost of production of any 
one of these goods will affect the demand for the others. 

6. Does the principle of substitution modify pricing tlieory? Explain. 

7. How would you determine how to charge what the traffic will bear? 
Could you make such a charge if you were operating under conditions of 
competition? Explain. Under monopoly? Do you think that department stores 
in pricing goods ever use this principle? 
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19. Economics of International 


Trade 


Price determination up to this point has been discussed in terms of one 
uniform market such as might be found within the boundaries of one 
country. Now we are prepared to go beyond national borders and to 
study the processes by which goods are exchanged between nations. The 
question of international trade is destined to become of increasing im- 
portance to Americans as more and more millions of our citizens owe 
their employment to the willingness and ability of people in other lands 
to buy our goods and services. 

Since our government began to encourage world commerce with the 
reciprocal trade treaties of the 1930’s, it has been pointed out frequently 
that we must export much more than we have in the past if we are to 
have full employment at home. There is more to a flourishing trade than 
the volume of our exports, however. In order to have a vigorous export 
trade, our citizens must learn that we also must import more than we 
have previously. This principle, that we must import if we would ex- 
port, seems obvious to students of economics, but it is not always ac- 
cepted. Some groups of our citizens are willing enough to sell abroad, 
but they urge high tarifiFs to prevent foreigners from competing in our 
home markets. Since America is the greatest market for goods as well 
as the leading producer, the whole world, as well as Americans them- 
selves, will benefit as our citizens realize that world trade is not a one- 
way street. 

Diffarencei between domestic and international trade. In dealing with 
international trade, we encounter problems that are not met when goods 
are sold in the domestic market. In the first place, each nation has its 
own system of money. The monetary unit of the United States is the 

dollar. In Mexico it is the peso; in England it is the pound. The expert 

273 


274 


FUNDAMENTALS OF ECONOMICS 


in international trade must understand the relative values of the dollar 
and the French franc, or of the Norwegian krone and the Japanese yen. 
In short, he must have a thorough knowledge of rates of exchange, which 
we may define as the number of units of one country’s money that will 
purchase one unit of another nation’s money. For example, the currency 
exchange rates shown in Table 23 were declared official by the Inter- 
national Monetary Fund at the time that organization announced its first 
quotations in late December, 1946. 

The problem of tariffs also arises in connection with international 
trade. A tariff is a form of tax which is levied by a government on goods 
imported into a country. It may be a flat fee per unit of goods or it may 
be ad valorem, in which case the tariff is based on the value of the goods. 
Some nations levy tariffs solely to collect revenue. Other nations pur- 
posely levy restrictive tariffs, or tariffs whose main objective is to prevent 
or impede the importation of goods. These usually are referred to as 
protective tariffs, A tariff established to raise revenue naturally is not 
high enough to prevent the importation of goods; otherwise goods would 
not be imported and no revenue would be collected. 

Sometimes protective tariffs are established at rates that are designed 
to equalize the costs and prices of goods imported and those produced 
at home. When this occurs, domestic consumers are prevented from ob- 
taining goods abroad at lower prices than home producers can supply 
them. 

Another problem also must be considered in connection with inter- 
national trade. During the 1930’s, many nations hindered the importa- 
tion of goods by setting quotas on what could be brought in from par- 
ticular countries or by limiting the amount of funds that their own citi- 
zens could use to purchase foreign goods. The objective of such quotas 
was to balance the volume of imports and exports, or to limit the amount 
spent for ordinary imports so that military supplies could be purchased 
abroad. One of the goals of the International Monetary Fund is to elimi- 
nate such impediments to world trade. 

As a fourth problem of international trade, the ordinary negotiations 
of buying and selling are complicated by differences in language and 
business customs in the different nations. Such barriers are not conse- 
quential, however. In fact, a flourishing world trade encourages a better 
understanding between nations and a greater appreciation by the people 
of all countries of the culture and institutions of other peoples. 
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Table 23 


Country y currency 

\ 

Par values 

U. S. 

Currency 
units per 

V. S. dollar 

in terms of 
dollars 

U. S. cents 

per currency 

unit 

Belgium^ franc 

43.828 

2.282 

Bolivia, boliviano 

42.000 

2.381 

Canada, dollar 

1.000 

100.000 

Chile, peso 

31.000 

3.226 

Colombia, peso 

1.740 

57.143 

Costa Rica, colon 

5.615 

17.809 

Cuba, peso 

1.000 

100.000 

Czechoslovakia, koruna 

50.000 

2.000 

Denmark, krone 

4.799 

20.838 

Ecuador, sucre 

13.500 

7.407 

Egypt, pound 

0.242 

413.300 

El Salvador, colon 

2.500 

40.000 

Ethiopia, dollar 

2.484 

40.250 

France, franc 

119.107 

0.840 

Guatemala, quetzal 

1.000 

100.000 

Honduras, lempira 

2.000 

50.000 

Iceland, krona 

6.488 

15.411 

India, rupee 

3.308 

30.225 

Iran, rial 

32.250 

3.101 

Iraq, dinar 

0.248 

403.000 

Luxemburg, franc 

43.828 

2.282 

Mexico, peso 

4.855 

20.597 

Netherlands, guilder 

2.652 

37.695 

Nicaragua, cordoba 

5.000 

! 20.000 

Norway, krone 

4.963 

' 20.150 

Panama, balboa 

1.000 

100.000 

Paraguay, guarani 

3.090 

32 . 363 

Peru, sol 

6.500 

15.385 

Philippine Commonwealth, i>cso 

2.000 

1 

50.000 

Union of Sovith Africa, )x>und . . . 

0.248 

403.000 

United Kingdom, |>ound. ■ 

! 0.248 

4a3.000 

United States, dollar 

1 

1.000 

100.000 
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Advantages of world trade. Before entering into a discussion of the 
processes by which goods and services are exchanged between nations, 
it would be well to list the advantages of world trade. In the first place, 
world trade permits regional specialization based on climate and natural 
resources. Bananas can be raised more advantageously in Central Amer- 
ica than in Canada, which in turn can produce cheaper paper. It is 
therefore sensible for Canada to exchange paper for bananas rather than 
to raise the bananas at home. Some countries, again, can export and 
others must import metals such as nickel and* copper, because the im- 
portant natural deposits are concentrated in a few areas. Second, trade 
between nations permits national skills and aptitudes, developed over 
long periods, to be utilized to their fullest capacity. Americans make the 
best automobiles and machinery in the world. The Swiss have developed 
great skill in watchmaking and in processing dairy products. In the third 
place, trade permits occupational specialization. Nations with large 
populations but with small areas of agricultural land can specialize in 
manufacturing and then exchange their fabricated goods for the agri- 
cultural products of more sparsely settled areas. 

Closely related to occupational and regional specialization is the prin- 
ciple of diminishing returns. If nations are wilhng to engage in trade 
with each other, each nation can gear its productive mechanism to its 
most efficient rate of output. So long as additional supplies of a com- 
modity can be imported at reasonable cost, a nation need not push the 
production of any commodity into the area where costs rise sharply be- 
cause of diminishing returns. Thus, world trade, permits people of all 
nations to enjoy abundance of goods and services at the lowest possible 
cost. 

Attitude of nations toward world trade. The policies of various nations 
toward foreign trade have been expressed in well-developed doctrines 
' which have been given much study by economic historians. At various 
periods of history, certain doctrines have gained ascendancy. During the 
nineteenth century the doctrine of free trade was accepted by many of 
the leading commercial nations. Under a policy of free trade either 
tariflFs were not collected when goods crossed national boimdaries, or 
they were collected solely for revenue. As already mentioned, tariffs for 
revenue were not high enough to discourage trade, because the policy 
of advocates of free trade was to encourage international commerce and 
competition between nations. 

Before Adam Smith and some other economists of his period took up 
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tile cudgels for free trade, the prevailing doctrine was known as mer- 
cantilism. The proponents of this doctrine advocated a “favorable bal- 
ance of trade.” This meant to them that their nation should export more 
than it imported, with the difference being paid for in gold. It was never 
fully explained how this objective could be accomplished if every nation 
tried to sell more abroad than it purchased. The basis of the doctrine 
was that wealth consisted of precious metals rather than of useful goods 
and services. One of the most ardent advocates of mercantilism was Jean 
Baptiste Colbert, the great French financier of the seventeenth century. 
Colbert, as a part of his national policy, sought to make France self- 
sufficient as far as imports were concerned. At the same time he tried to 
add to the national hoard of gold and silver by selling as much abroad 
as he could. The folly of his policy was brought home tlien, as it has 
been so many times since, when Colbert got his nation into a costly war 
witli the Dutch and made enemies of the other trading nations. 

In between these two extremes have been various other attitudes to- 
ward trade. Many of the principles of mercantilism were revived during 
the period between the two world wars when so many countries sought 
to achieve economic self-sufficiency through high tariffs which would 
build up home industiies and eliminate the necessity of imports of cer- 
tain commodities. The policy of economic nationalism, which called for 
building a strong, self-sufficient national economy that was not depend- 
ent on trade for essential goods, sometimes carried the exclusion of im- 
ports far beyond what the mercantilists of the sixteenth and seventeenth 
centuries would have advocated. During the 1930’s some European na- 
tions barred certain kinds of imports entirely by fiat. Some set quotas on 
imports that could be brought in from particular countries. Such quotas 
usually were related to exports to these other nations. Others accom- 
plished the same objective by prohibiti\'e tariffs. Gennany helped build 
her synthetic rubber industr>% for example, by establishing such a high 
tariff on natural rubber that the cost of the synthetic product could be 
recovered when sold in competition with the natural product within the 
countr>\ Some of the arguments for and against high tariffs will be pre- 
sented later in this chapter. 

Th® stale® of th® Unit®d Stat®s in world trad®. Considerable concern 
has been expressed over the apparent chronic export surplus of the 
United States. American tariffs have been high, natural resmuxes of the 
United States are great, and America is the princit>al source of supplv 
for a world that net'ds vast quantities of machinery and other capital 
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goods. The strong position of the United States as the workshop of the 
world was enhanced by the destruction of Japan and Germany, our great 
commercial rivals before the war. Only Great Britain is a rival now and 
her capacity to produce for export is limited. 

The huge demand for United States goods was demonstrated in the 
immediate postwar period when new peacetime records for exports of 
American merchandise were set in 1946 and again in 1947. Our imports 
also established new records but were far below the volume of exports. 
In order to finance the excess of exports the United States granted loans 
or made outright gifts amounting to billions of dollars. The sale of gold 
and American securities held by foreigners also provided dollars for 
purchase of American goods. The various emergency aid programs also 
swelled United States exports in the postwar period since this country 
was almost the only source of supplies and equipment. 

A plan was proposed by Secretary of State Marshall under which funds 
were to be provided by the United States government for aiding European 
nations over a period of years. This was said to be necessary because it 
became clear that these nations would not be able to export enough 
immediately to pay for the imports needed to reconstruct their economies. 
Such a method of providing assistance would mean that the export surplus 
of American merchandise could continue after other resources for making 
purchases in this country had been exhausted. 

Pessimists in regard to the outlook for our international trade recall 
that the total value of our exports, including reexports, dropped from an 
average monthly total of $436,750,000 in 1929 to only $134,251,000 in 
1932. This decline occurred, of course, during the great world-wide de- 
pression that began in late 1929, but our pessimistic friends point out 
that after we stopped lending, as we did so freely in the 1920’s, we did 
not regain until the Second World War the level of export business that 
we had when we were making loans with which others could buy our 
goods. It also is pointed out by those who scan trade statistics that, pre- 
vious to 1946, our all-time record in foreign trade for a full peacetime 
year was reached in 1920 when the sum of our exports and imports to- 
taled about 13 billion dollars, or only a little less than the volume of 
1946. In 1920 we were making heavy loans to foreign nations just as we 
were in 1946, Those who take the pessimistic view concerning our pros- 
pects in world trade point to the heavy defaults of the First World War 
debtors to us. They also note that 45.8 per cent of foreign dollar bonds 
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recently were in default. We are told that we can export almost any 
quantin- of goods we wish if we are willing to give them away or accept 
promises to pay that eventually will prove worthless. 

The real argument of the pessimists is that our international trade is 
fundamentally out of balance and will be so even after the adjustments 
from war to peace have been completed. Such an opinion hardly seems 
justified. In the 16 years before Munich when normal peacetime trade 
relationships prevailed, the United States exported 58.1 billion dollars’ 
worth of merchandise and imported 50.4 billion dollars’ worth. A num- 
ber of net payments by Americans to foreigners made up the difference. 
During these years Americans spent 3.7 billion dollars more on foreign 
travel than foreigners spent in this country for travel. We had a net 
deficit of 1.2 billion dollars for shipping and freight services. Our net 
deficit on miscellaneous minor transactions was 1.6 billion dollars, and 
personal remittances of American immigrants to relatives abroad 
amounted to 3.6 billion dollars. Thus these deficit items, most of which 
were “invisible,” actually exceeded the entire merchandise surplus dur- 
ing the 16-year period. Later in this chapter “invisible” and “visible” 
exports and imports will be discussed. 

The scope of our foreign trade and its importance to every American 
community can be seen by the volume of exports of a number of different 
items taken at random from the whole range of goods sent abroad. The 
following figures show the average monthly volume of exports of a group 
of items in the years 1936 to 1938, when normal peacetime relationships 
prevailed to a large degree: 


Passenger automobiles 

Trucks and busses 

Electric refrigerators 

Radio apparatus 

Office appliances 

Raw cotton 

Meat 

Wheat 

Lumber 

Paint and varnishes 

Copper and copper manufactures 

Mctalworldng machinery and machine tools 

Iron and steel products 

Paper and paper manufactures 

Photographic and projection goods 


$ 9,388,000 

6.308.000 

1.604.000 

2.319.000 

2.684.000 

26.059.000 

2.182.000 

3.296.000 

3.832.000 

1.611.000 

6.419.000 

5.891.000 

12.397.000 

2.207.000 

1.757.000 
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Agencies designed to foster world trade. Most businessmen, econo- 
mists, and statesmen have realized that the world cannot achieve pros- 
perity unless world trade is revivified in the postwar period. During the 
depression years and the war years, the nations of the world left the 
gold standard and it appears unlikely to be revived. The gold standard 
gave a measure of stability to trade. It provided a means of establishing 
exchange rates between nations that adhered to it. When the gold stand- 
ard was functioning smoothly, the businessman who sold goods abroad 
could be fairly sure of knowing that he would receive in payment a sum 
equivalent in purchasing power to the sum agreed upon when the sale 
was made. This was not always true after the nations left the gold stand- 
ard. Rates of exchange fluctuated violently on occasion, and the hazards 
of trade were increased. As a hypothetical example of losses that can 
occur from shifts in exchange rates, a Detroit automobile company might 
be owed 1,000 guilders by a Dutch importer. After receiving payment, 
the motor company might wish to exchange guilders for dollars. We shall 
assume that the 1,000 guilders would be worth about $376 at one I'ate 
of exchange. If the Dutch government should reduce the value of its 
currency to half, the 1,000 guilders would be worth only $188 in U. S. 
funds. In fairness to the Dutch, it should be said that they would be 
unlikely to slash the value of their currency so drastically. They are well 
known for their soundness in finance. 

The nations of the world have set up two agencies designed to foster 
stability in international economic relations: the International Monetary 
Fund and the International Bank for Reconstruction and Development. 
Both came into existence on Dec. 27, 1945, when agreements governing 
them were signed by sponsoring nations in Washington. 

The purposes of the International Monetary Fund bear directly on the 
problems of trade outlined above. The fund is intended to lessen the 
hazards of foreign trade and to prevent countries from winning tem- 
porary advantage by unexpectedly changing the values quoted for their 
paper money. The 44 nations that were members of the fund when it 
began operation in 1947 are pledged not to alter the value of their cur- 
rencies without forewarning the fund. Each member contributes to the 
fund so that a pool of capital is established which will facilitate the 
transfer of payments between nations when the usual commercial chan- 
nels cannot provide the means. The fund wiU extend short-term cred- 
its to countries to help them over temporary difficulties in meeting 
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pa\*ments that they must make to other nations. The fund provides for 
readjustment of exchange rates when such adjustments are warranted. 

A member may obtain foreign currencies from the fund in exchange 
for its own currency to assist in meeting deficits in its international pay- 
ments for current transactions. Limits are set on a member’s purchases 
of foreign cuiTencies from the fund, and these limits may not be exceeded 
except by special peiTnission. Under usual conditions, a member may 
purchase foreign currencies with its own currency until the fund’s hold- 
ings of its currency equal 200 per cent of its quota, that is, 200 per cent 
of the amount that it originally subscribed to the fund. After the fund’s 
holdings of its currency reach 75 per cent of tlie quota, they may not 
be increased in any 12-month period by more than 25 per cent of the 
quota. 

Actually, most dealings in foreign exchange will pass through the usual 
banking channels just as now. Resources of the fund merely supplement 
the ordinary foreign exchange resources of the member nations and con- 
stitute a reserve that can be called upon to meet temporary difficulties. 

The total amount subscribed to the fund by the member nations 
shortly before it began operations was $7,397,500,000. The quotas of the 
principal nations and the percentage of the total of each quota are shown 
in Table 24. 

Table 24 


Country 

Amount in 
millions of 
dollars 

Per cent 

of 

total 

United States 

$2,750 

37.2 

United Kingdom 

1.300 

17.6 

China 

550 

7.4 

France 

450 

6,1 

India. , . 

400 

5.4 

Canada. . . 

' 300 

4. 1 

Netherlands. 

275 

3.7 

Belgium 

225 

3.0 

Latin America, total 

4fe9.S 

6.3 

Other countries. 

678 

9.2 

Total 

$7,397.5 

100.0 
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The Bank for Reconstruction and Development, which had 38 members 
in early 1946, was organized to aid reconstruction in war-devastated na- 
tions and to promote economic development in backward countries. It 
will provide funds for realization of these objectives by direct loans from 
its own capital, by direct loans from funds raised by selling its own 
bonds, and by guaranteeing bond issues sold by approved foreign bor- 
rowers in the private capital markets. It is hoped that, when backward 
nations are developed through aid supplied by the bank, they will be 
able to take their places in world trade. Further, the speeding of recon- 
struction work through aid of the bank will permit war-ravaged nations 
to return to their places in trade. Subscriptions to the bank by leading 
nations are shown in Table 25. 


Table 25 


Country 

In millions 
of dollars 

Per cent 
of total 

United States 

$3,175 

41.4 

United Kingdom 

1,300 

17.0 

China 

600 

7.8 

France 

450 

5.9 

India 

400 

5.2 

Canada. . 

325 

4.2 

Netherlands 

275 

3.6 

Belgium 

225 

2.9 

Latin America, total 

288 

3.8 

Other countries 

632 

8.2 

Total 

$7,670 

100.0 


Basis for trade between nations. In discussing the nature of inter- 
national trade, we have already observed that some areas can produce 
goods at lower cost than can others. Oranges will not grow outside of hot 
houses in northern climates, nor are gold mines or nickel deposits found 
in every country. Under these conditions, trade would normally take 
place when a nation cannot produce a good -that it needs or cannot pro- 
duce it as cheaply as other nations can. The only problem here is a 
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possible attempt by the country containing the product desired to 
exploit the country that does not have it. 


During the First World War, owners of nitrate deposits in South 
America greatly increased the price that they charged. Since the United 
States needed nitrates for explosives, Americans were forced to pay these 
high prices. The only recourse possessed by the United States was to 
discover a method of producing synthetic nitrates in order to break the 
nitrate monopoly. 

Other examples can be cited. The British and Dutch, who controlled 
rubber, sought in tlie 1920’s to exploit the United States, which had no 
rubber. Today synthetic rubber promises to prexent an>' further attempts 
to exploit this country so far as this commodity is concerned. Japan once 
controlled the entire output of camphor and used its control to exploit 
the world until a su!)stitute was discox ered. Most of the xxorld's diamonds 


are produced in South Africa, and the policy is to withhold them from 
the market vx'hen the price starts doxvnxvard. 

Thus the problem becomes one of prex enting those \x ho ]>t)Nsess a 
product from taking advantage of those xxho need it. In an ecxmomic 
sense, it is a great waste of man poxxer and materials to foic'e nations to 
use substitutes when sufficient quantities of the real phhIikI lan Ik* 
producH'd at a lower cost tlian the substitute. Furt!»ermore, the men and 
capital <lex'oti‘<I to production of the natural pitHluct max haxe dittis'ultx 
finding other employment except at great loss, and this is partieularlx 
true where capital takes the fonn of highly sjxtH'iali/.ed i)r(Klueti\e (acili- 
ties. A shift from a natural to a syntht‘tic pixKhiet. \xl»en tlie sole reason 
therefor is n'striction on trade, may result in great loss to societx 

We now are prepanxl to ask the question. IhuU-r what cxaidituais 
should a gcH>d be pixhUk^h.! at home, and when should it U- iin|>ortet.l;^ 
The priiK'iple iiivolvtH.1 is as follows; t'xM'ry Ci>mmunity call u|M>n 

re^Nin ex of eommunifirjt if <xjn hx' t^htatru d at a that 

is lou\*r than that u'hkh u^U he iru'urml in tht-sr twodurtum at knwme 
Again, ev<^ ounmumfy should in the pr%*dm^m of tkom 

i^immoditirs u hk'h it can ^w-nciwir at the Umest unkt costs and r-r-Sjnjir 
its surfUus the surjttusrs ^ m other rreams 

at aampmem/Hea m^rmaOa^ The pMOt has 

oltrn U'w caWed the Uw v4 compamatne adtmmtage Ks m ttamki Uw it 
van tsr vtatrcf ai Ksikxws; A riTnfinmirtffti, or tiams ^ 

•Pvciakstnti tn the fmndartkm td thoae eatkk tm uhmh ti has the 
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comparative advantage. A corollary to this principle is as follows: If a 
community^ region, or nation does not possess a comparative advantage 
in any good, it should specialize in the production of that good in which 
it has the least comparative disadvantage. 

Let us discover how these principles operate and with what results. 
We shall first take a case in which each nation has a comparative ad- 
vantage in one commodity, but each is producing both commodities. 

Suppose that country A with a unit of labor and capital employed in 
the best combination can produce either 3 automobiles or 2 tons of 
cement. A second country, B, also employing its best combination can 
with a unit of labor and capital produce 2 automobiles or 3 tons of 
cement. If each country produces both commodities, production will be 
as follows: 


Country A 2 units * 3 automobiles -f- 2 tons of cement 

Country B 2 units * 2 automobiles -f- 3 tons of cement 


Total 5 automobiles -f- 5 tons of cement 

* One unit of labor and capital used to produce automobiles and one to produce cement. 

Since country A has a comparative advantage in the production of 
automobiles, let it specialize in the production of this good. Under these 
circumstances, it will employ 2 units of labor and capital in the produc- 
tion of automobiles and will produce no cement. The 2 units employed 
will in consequence produce 6 automobiles. Country B by specializing in 
the production of cement will produce 6 tons of cement. The result will 
be as follows: 


Country A 2 units 6 automobiles -f- 0 tons of cement 

Country B 2 units 0 automobiles + 6 tons of cement 

Total 6 automobiles -|- 6 tons of cement 


Under these conditions, it is clear that each country has gained for, if 
they exchanged goods, country A could trade 3 automobiles for 3 tons 
of cement and country B would then have 3 automobiles and 3 tons of 
cement; whereas before it had only 2 automobiles. Country A gained by 
having an extra ton of cement, and country B had an extra automobile. 

Suppose, however, that in the production of two other goods A has a 
comparative advantage in both commodities over B. What should be the 
policy of each country? Another example will aid us in detennimng the 
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principle to be used. Suppose that A by employing 3 units of capital can 
produce 60 bushels of wheat and 40 bushels of corn. Suppose that A 
devotes 1 unit to wheat and 2 to corn. B, however, is at a comparative 
disadvantage in the production of each of these goods. When B employs 
1 unit in the production of wheat, it secures 40 bushels; whereas its 2 
units devoted to corn produce only 20 bushels. If each country expends 
3 units and produces both commodities, the results are as follows: 

1 Unit 2 Units 

A- 3 units 60 bushels of wheat + 40 bushels of corn 

B 3 units 40 bushels of wheat + 20 bushels of corn 


Total 100 bushels of wheat + 60 bushels of corn 

Obviously A has a greater advantage over B in the production of com 
than in wheat. If A specializes in the production of corn, since each unit 
expended will produce 20 bushels, when it employs 3 units, its total 
production will be 60 bushels. B, on the other hand, produces wheat. 
Since each unit expended produces 40 bushels of wheat, if all three units 
are employed, production will be increased to 120 bushels. The total 
production of each specializer will be as follows: 


A 3 units 0 bushels ot wheat -+■ 60 bushels of corn 

B 3 units 120 bushels of wheat 4- 0 bushels of corn 

% 

Total 120 bushels of wheat -h 60 bushels of corn 


By specializing, there has been a gain of 20 bushels in the production 
of wheat with the same expenditure of effort; whereas tlie quantit)* of 
corn produced has not decreased. How will this extra product be di\’ided? 
Since country A can devote 1 unit of its labor and capital to tlie pro- 
duction of wheat and secure 60 bushels, its fanners ^^'iIl not product' corn 
for export unless they can get something more than 3 bushels of wheat 
for 1 bushel of corn. On the other hand, if countr\' B shifted 1 unit of 
labor and capital to corn, it could produce 10 more busliels of com at 
the cost of producing 40 bushels less of wheat. Therefore, the fanners of 
country B would not be willing to raise wheat for exj>ort unless they 
could get 1 bushel of corn for something less than 4 bushels of wheat. 
If the price of com in tenns of wheat is more than 3 bushels and less 
than 4 bushels, it will pay both countries to trade. It is difficult to sa\ 
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which country will gain the more, because the price of each product will 
depend on supply and demand. 

Let us suppose that the ratio of exchange is 3% bushels of wheat to 
1 bushel of com. If B buys 20 bushels of com, it will pay country A 
70 bushels of wheat. The division will therefore be as follows: 


A 70 bushels of wheat + 40 bushels of corn 

B 50 bushels of wheat + 20 bushels of corn 


Total 120 bushels of wheat + 60 bushels of corn 

# 

Owing to the new conditions, A will have made a clear gain of 10 
bushels of wheat as will also B. Both countries gain in this exchange, 
even if A has a comparative advantage in the production of each of the 
commodities. 

Modifications of the principle of comparative advantage. The applica- 
tion of the principle of comparative advantage has its limitations; 
otherwise, producers in each country might be able to specialize in the 
one commodity in which they had a relative advantage instead of pro- 
ducing hundreds or even thousands of commodities. The first limitation 
is based on the principle of diminishing returns, which we have already 
mentioned in connection with world trade. If producers in each country 
were to specialize in one commodity to the exclusion of all others, sooner 
or later they would encounter this principle; and the rising average and 
marginal costs as production increased would eventually offset the 
advantage formerly held. 

Although the United States may possess a comparative advantage in 
production of automobiles, the law of diminishing returns is likely to 
operate and increase costs if the United States seeks to supply the needs 
of the whole world. Clearly the law of diminishing returns would come 
into operation if we tried to supply the world with wheat, and eventually 
any comparative advantage that we might have would disappear. In 
other words, the law of diminishing returns sets the limits beyond which 
specialization cannot go. 

A second influence preventing absolute specialization is cost of trans- 
portation. Although goods may be produced more cheaply in one locality 
than elsewhere, the low-cost region may not be able to sell its goods in 
distant areas because of transportation costs. Hence, high-cost manu- 
facturers who are nearer the market are able to compete if their initial 
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costs are no greater than the extra shipping charge that must be incurred 
by more efficient producers who are more remote from the market. 

A third influence preventing absolute specialization has to do with 
difficulties in foreign exchange. We already have mentioned this con- 
sideration. 

A fourth barrier to specialization arises from the fact that nations, 
either because of fear of war or to further domestic policy, impose 
barriers such as tariffs and quotas, or give subsidies or bounties to home 
producers who sell in foreign markets. Each of tliese devices prevents 
the flow of trade along natural channels and thus prevents or distorts 
specialization in world trade. 

We should note that such barriers as the law of diminishing returns 
and cost of transportation may be classified as natural, since they will 
limit trade even though it is unhampered by governmental policy. The 
second two barriers, namely, interference with exchange rates and re- 
strictions by tariffs and quotas, are artificial obstacles set up by govern- 
ment action. Later in the chapter, several explanations will be presented 
to account for governmental restrictions. At this point our purpose is 
only to call attention to the various forces that limit territorial and 
national specialization. 

Mechanics of foreign trade. In our discussion of the mechanics of 
world trade we shall first deal with the factors that determine the rate 
of exchange when exchange is unhampered by governmental restrictions. 
The rate of exchange is the price paid in one country for a unit of the 
money of another country. 

In this study we shall assume that two countries are on the gold 
standard and that no interference exists on the part of either government 
for the purpose of manipulating the rate. We must understand that the 
countries of tlie world are not on the gold standard at present; neverthe- 
less the principles discovered in studying the gold standard are still useful 
to those who wish to understand foreign exchange. 

If two countries are on the gold standard but employ different units 
as a basis for their monetary systems, each unit must be translated into a 
common measure. This can be accomplished by comparing tlie number 
of grains of gold in one unit with that in another. Prior to 1933 the 
British pound, for example, contained 113.0016 grains of fine gold, 
whereas the dollar of the United States contained only 23.22 grains of 
fine gold. Under these conditions the relationship between the pound 
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and the dollar was as follows: 113.0016/23.22 = 4.8664+. In other 
words, one British pound was 4.8664 times as valuable as one dollar, or 



exchange value of the two currencies at mint par; that is, were no other 
costs involved or no other forces at work, one British pound prior to 1933 
would have been wortli $4.8664+. However, other forces are at work and 
these must be explained. 

Bills of exchange. In order to understand the more elementary 
principles of foreign exchange and the mechanics of trade, we shall as- 
sume that payment takes place directly between an importer in the United 
States and an exporter in England. Under actual conditions, these men 
will deal through banks, but since this procedure is rather complicated, 
we shall simplify the problem at this point so that the principles can be 
established. 

We shall assume that the importer in the United States places an order 
with an exporter in England. When the exporter receives the order, he 
proceeds to ship the goods. When the goods are sent, a bill of lading 
accompanies them. It may require that the transportation company col- 
lect for the goods before delivery, a method similar to our C.O.D. In 
this case, when the goods arrive in the United States, the importer pays 
the transportation company the proper amount. If, on the other hand, 
the importer and exporter have established a trade relationship, the 
situation is httle different than when an individual establishes a charge 
account at a store, or when companies will allow 30 days for payment 
after goods arrive and are willing to accept checks. This practice is very 
common in the United States even though oflScials of the company are 
not personally acquainted with the purchaser. 

Under the second assumption, when the goods are sent the exporter 
sends a bill to the importer, and upon the arrival of the goods the im- 
porter accepts them. Furthermore, the importer notifies the exporter that 
he has accepted the goods. He also writes “accepted” on the bill, signs it, 
and sends it back to the exporter. Thus the exporter has in his possession 
an instrument called an acceptance. Whatever the means of agreement, 
however, we call these instruments bills of exchange, and they originate 
with the exporter. 

Gold points. Now what takes place when payment is made? The 
answer to this question depends in part on whether agreement has been 
made to pay in British or American funds. If payment is to be made in 
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American currency, tlie importer merely writes a check on his bank and 
the transaction is completed. The procedure is more complicated when 
payment must be made in British funds. 

If payment is required in British currency, the importer seeks to 
purchase in the foreign exchange market the required funds payable in 
England. His own bank would be where he would go to acquire the 
British funds, since the large American and British banks maintain the 
market for foreign exchange. In other words, he would seek to pay 
American currency into his bank and to secure the ownership of an 
equivalent amount of British money in exchange. 

Our familiar story of supply and demand now comes into the picture. 
If a number of American importers are seeking British funds, the price 
of British currency may be bid up sharply. However, under the gold 
standard there is a limit above which the price of British currency cannot 
rise. That limit is set by the cost of purchasing an equi\'alent amount of 
gold and shipping it to London. We use the term go/d exporting point 
to designate this upper limit. It is the point above which tlie rate of 
exchange cannot rise, because beyond this point it becomes cheaper to 
export gold than to purchase British currency in order to make payment 
in London. 

In the gold standard period, the expense of shipping gold from New 
York to London amounted to .about 2^^ cents per British pound. Tins 
covered the cost of crating, insurance, freight, and the like. Since the 
gold content of the two currencies made the British pound equivalent to 
$4.8664-}- in U. S. funds, the gold exporting point roughly was 2Uj cents 
higher, or approximately $4.89. 

Thus, by way of sunimar>% we can say that our United States importer 
would buy British currency in the foreign exchange market if he could 
purchase a British pound for less than $4.89. When the price of a British 
pound rose even a shade above this le\'el, tlie importer would find it 
worth while to ship gold. 

There also was a lower limit under the gold standard btdow which the 
price of British currency could not fall. This was $4.8664-}- minus the 
2 Vi ctmts* cost of transporting gold, or n»ughly $4.84. Just as it was 
cheaper for the American importer to acquire gold and ship it abroad it 
the price rose abow $4.89, it would be cheaper for British importers to 
ncq\iire gold and ship it to the United States if they could gt't no more 
than $4.84 for a British iHHind. If the rate of exchange fell below $4.84. 
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the British importers could buy gold in England, ship it to the United 
States, and get $4.8664+ for it. Even when they deducted the expense 
of shipping, the least they could net would be $4.84 for each British 
pound. Thus gold tended to flow into the United States if the rate of 
exchange fell even momentarily under $4.84. This $4.84 was the gold 
iffipofting point. It was the lower limit below which the rate of exchange 
could not fall, because below this level gold began to flow into the 
United States. 

Gold importing and exporting points between the United States and 
any foreign country on the gold standard were automatically set by the 
gold contents of their currencies and the cost of transporting gold between 
the two nations. Thus upper and lower limits were set to the fluctuations 
that might occur in the rates of exchange. 

We have already implied that banks play an important role in handling 
the exchange of funds between nations. This role is independent of the 
existence of the gold standard. Today there is no international gold 
standard, but the role played by the banks in making foreign payments 
is as important as ever. 

A large New York bank, for example, maintains deposits with a cor- 
respondent British bank in London or has its own branch there. When 
the New York bank is called upon in behalf of its customers to make 
payments in London in British funds, it can do so from the deposits that 
it maintains in London. In other words, the New York bank can accept 
funds in New York and pay them out in London because it has resources 
available in both cities. It replenishes its London deposits by taking in 
funds there from Britishers who have payments to make in United States 
currency. These payments are made from the New York resources of the 
American bank. As long as trade between the two nations is approxi- 
mately in balance, the intake of funds in New York and London should 
approximately equal the outflow in both cities. 

We can see that, under the gold standard, imports and exports of gold 
would provide a means for replenishing drains due to inequality of 
payments between nations. Such drains often were due, of course,, to 
lack of balance in trade between two nations. When no gold standard 
exists, the laws of supply and demand for a foreign currency may serve 
as a brake to a rise or fall in rates of exchange. For example, if importers 
must pay a very high price for foreign currency in order to purchase 
goods, they are reluctant to import. As a result, the demand for the 
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foreign currency declines and the upward pressure on its price is reduced. 
Earlier in tliis chapter we noted, however, that the absence of the gold 
standard tends to increase greatly the fluctuations in rates of exchange, 
except when these are pegged by government edict, or through the 
working of a stabilization fund that offsets fluctuations by the purchase 
or sale of foreign cuiTencies. 

Buyers and sellers of bills of exchange. Many thousands of transac- 
tions take place every year between businessmen residing in different 
countries. Exporters have bills of exchange for sale and importers wish 
to buy them. The fact that there are many exporters and importers in 
every country makes a market in bills of exchange possible. This market 
is like any other in that price is determined by supply and demand. 
Under the gold standard, the price for bills of exchange could fluctuate 
only between the gold importing and exporting points. As we saw in the 
preceding section, the law of supply and demand would impose limita- 
tions in normal times to extreme fluctuations in bills. We saw also that 
governments sometimes act to avert extreme fluctuations. 

Indirect exchange. Few nations have even close balance between 
imports and exports witli each individual country. Such balance is not 
necessary. The important consideration in regard to the trade of a nation 
is for the sum of exports to all other countries to be equal to the sum of 
imports from all other countries. Often an excess of imports from a 
particular country can be offset by an excess of exports to some other 
nation. 

Suppose that the United States sends to England more goods than are 
purchased from England. However, tlie United States buys large amounts 
of coffee from Brazil and does not sell as much to Brazil as it buys. 
England, on the other hand, sells more goods to Brazil than she buys 
from tliis countiy. Bankers in these three countries could balance the 
exchanges by using the credit that England has built up in Brazil to offset 
the debt that England has incurred in the United States. Such indirect 
exchange is quite common and makes for a more eflScient world trade. 

Favorable and unfavoroblo balance of trade. Since much is made of 
the fact that nations should have a favorable balance of trade, we shall 
define this term. Many services or transactions take place between coun- 
tries which are not recorded as commodit>' trade. Thus, although our 
merchandise exports may bo greater than our merdiandise imports, this 
condition is but one of many, though generally by far the most im- 
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portant, that must be taken into account in determining whether a nation 
has a favorable or an unfavorable balance of trade. Until the latter part 
of the eighteenth century the theory prevailed, as we have pointed out 
earlier, that nations should encourage exportation of goods and discourage 
importation. This theory has been called “mercantilism.” From this theory 
arose the idea that, if more merchandise in foreign trade was sold than 
purchased, the country had a favorable balance of trade. On the other 
hand, if merchandise imports exceeded exports, the country had an 
unfavorable balance. This philosophy, as we have said, still has many 
adherents. 

Visible and invisible items in trade. Most governments record rather 
carefully the quantity of merchandise and gold and silver that is exported 
and imported. Since these items are material, they are called “visible” 
items and are used to determine whether or not foreign trade is in a 
favorable or an unfavorable position. However, much business is trans- 
acted between nations aside from such visible items. These transactions 
include such things as freight charges, tourist expenditures, immigrant 
remittances, interest pa)Tnents on investments, and royalties. These are 
called “invisible” items, and a favorable invisible balance may offset an 
unfavorable visible balance of trade. For many years, Italian immigrants 
in this country sent money to their relatives in Italy. In sending this 
money, they really purchased bills of exchange from American producers 
who were exporting goods to Italy. Importers of such goods in Italy 
would pay for goods purchased in the United States by purchasing these 
immigrant remittances from individuals in Italy. Thus, no visible item 
had to be sent to Italy from the United States to take care of these 
remittances, nor did gold have to be sent from Italy to the United States 
to pay for goods imported, insofar as the amounts balanced. England 
had an unfavorable visible balance of trade for years before the Second 
World War, but she also had vast investments in foreign countries. 
Interest, royalties, and similar invisible payments that foreign countries 
owed to Englishmen offset the unfavorable visible balance; hence, little 
or no gold was needed to balance payments for goods imported into 

England. 

In considering the balance of trade, therefore, we must note invisible 
as well as visible items; and what may seem to be an unfavorable balance 
at first sight may actually be a favorable balance if all items in trade are 

considered. 
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Our discussion of tlie nature of exchange has been concerned with the 
simple mechanics in\olved in making payments when two or more 
countries are on tlie gold standard. We have already pointed out that the 
nations of the world are not now on the gold standard and that exchange 
rates are often manipulated by governments for various purposes. In our 
study of the principles underlying foreign exchange these problems 
cannot be discussed. We need only to note that such manipulation will 
vitally affect trade. A nation must pay for the goods and services that it 
buys with the goods and services that it sells is a truth tliat still holds 
good. The same principles apply to nations as to local communities; the 
only difference is that international trade becomes complicated by the 
necessity of changing domestic money into foreign money and by the 
existence of special trade regulations. 

Why trade between countries must balance in the long run. The 

analysis to tliis point has been concerned with the methods by which 
payments are made in foreign trade. We know tliat in the long run 
imports must equal exports, for any countiy can pay for the goods that it 
buys only with the goods that it sells. We must now explain why in the 
long run trade between countries must balance. 

Let us assume tliat two countries engage in trade. We may ask, Wh>^ 
should one country purchase goods in another countr>^ rather than pur- 
chase goods at home? Our study of the principle of comparative advan- 
tage gave one answer to this question. There is another answer, howei-er, 
which must be taken into account. Suppose consumers in countiy A 
discover that prices in country B are lower than those which prex ail at 
home. Since there is free trade, consumers will purchase in country' B. 

In other words, exports from country B will increase. Consumers in 
country B, however, will not purcliase goods in country A because prices 
are higher than those which prevail at home. Under these conditions, 
business will increase in country B and decrease in country' A. Under 
free trade and competition the demand and supply will operate, with the 
result that prices will rise in B while they will fall in A. The result will 
be that soon prices in both countries will come into equilibrium and 
trade will no longer flow in one direction only. Under a system in which 
exchange is unhampered, therefore, trade may be carried on as between 
nations in a similar manner and with the same benefits as it is at home. 
Only when governments interfere with the automatic operation of this 
system do consumers fail to secure the full benefits of world trade. 
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Failure to understand the basic principle of the nature of world trade 
has caused many countries to impose restrictions in order to create a 
favorable balance of trade. Such attempts prevent nations from producing 
goods and services in which they have a comparative advantage and 
from exchanging these goods and services for those of other nations in 
which the latter have a comparative advantage. Consequently, nations 
and consumers are deprived of goods and services that they might have 
enjoyed were no barriers imposed. 

Foreign trade with nations off the gold standard. Our study of trade 
under the gold standard has been useful in learning the principles 
governing the exchange of goods and services between nations. However, 
the nations of the world no longer are on the gold standard. What about 
trade in a world that has forsaken the gold standard? 

As long as a nation's payments abroad equal its receipts from abroad, 
there should be no difficulty in carrying on a heavy volume of trade 
without the gold standard. In other words, the essential condition, with 
or without the gold standard, is that the sum of invisible and visible 
exports must equal the total of invisible and visible imports. An excess 
of export items will result in an accumulation of foreign balances abroad, 
which is the equivalent to lending to foreigners. If more is imported than 
is exported, the balances of foreigners in the home country will be built 
up. This is equivalent to borrowing from foreigners. 

Such disequilibrium cannot continue forever. Under the gold standard 
inflows and outflows of gold automatically would bring about an adjust- 
ment through price level changes or by forcing changes in rates of 
exchange, or perhaps both. Without the gold standard, artificial arrange- 
ments must be made to bring trade into balance. Adjustments of exchange 
rates under auspices of the International Monetary Fund may bring 
temporary relief. One of the functions of the fund also is to confer with 
nations on maladjustments and help correct them. The resources of the 
World Bank also may be made available to nations >vith adverse balances 
of trade, so that they may build up their industries and develop their 
resources until they can win a more secure place in trade. 

The essential point is that a flourishing world trade can be carried on 
without the gold standard. If the International Monetary Fund and the 
World Bank fulfill the hopes of its members, the instability of exchange 
rates which plagued trade during the 1930 s need not be repeated. Goods 
and services can move across international boundaries with confidence 
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that payment in stable currencies will be forthcoming. The usual com- 
mercial channels for transfer of funds will continue to function with the 
fund ready to step in during periods of unusual strain. 

Trade restrictions. We have pointed out above that nations, besides 
manipulating foreign exchange and the movement of gold, often resort 
to other types of artificial trade restrictions, such as tarifiFs, quotas, and 
subsidies. We may now ask the question, If trade tliat is free from 
restrictions is beneficial to all concerned, why are trade barriers imposed? 
The answer is extremely complicated, for it encompasses all those forces 
which, as pointed out above, are the essence of nationalism. We shall, 
however, discuss a few of these restrictions. 

Valid arguments in favor of imposing trade barriers. It is perhaps 
natural that every nation desires to become self-suflBcient. Fear of war, 
desire to foster and develop infant industries, the desire to secure diver- 
sity in order to have a better balanced economy are all worthy motives 
and have a strong appeal to tlie citizens within a country. To the extent 
that these motives are valid, barriers may be justified. Let us, therefore, 
review each of the arguments briefly. 

1. Fear of War. Every nation and every generation deplores the 
destruction and waste that accompany war and the preparation for war. 
As yet, few nations have been able to escape the fear of war. As long as 
the possibility of war exists, nations must develop and maintain certain 
key industries that can be called upon to produce weapons in time of 
war. In the face of possible wars, it is folly for nations to fail to develop 
these key industries. Thus, tarifiFs or other restrictions may be imposed 
upon products of- other nations that may seek to compete with these 
industries for the trade of the country. The problem here is to determine 
which industries are key industries. Often every industry wishes to 
qualify as a key industry and secure by this means partial immunity from 
world competition. 

2. Infant Industries. A second valid argument for the imposition of 
barriers concerns infant industries. When countries are new or backward 
industrially, they may possess the potential resources to produce a com- 
modity. However, time is needed to start an industry, and costs in the 
beginning may be relatively high. Foreign nations that are more highly 
industrialized can produce the goods at lower prices. Hence, under free 
competition, the new industry will not be able to secure a market. In .» 
order to encourage new industries, therefore, barriers are placed on' 
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foreign trade so far as this product is concerned. These barriers can be 
justified if the infant industry that is being aided can show that in a 
reasonable future it will be able to produce the product at a unit cost as 
low as or even lower than that in foreign countries. If the barrier is 
temporary and designed only to allow the industry to secure a foothold, 
then there may be a gain in the long run. The danger is that some of these 
industries may never become very eflScient, and that others will seek to 
profit unduly or even secure a monopoly while demanding continued 
protection. 

3. Better Balanced Economy. A third valid argument is that industry 
in each nation should be sufficiently diversified in order to have a bal- 
anced economy. In order to secure such diversification, some industries 
may be protected. The argument here is that specialization may lead to 
maladjustment. Thus a nation, like a city, should not be devoted entirely 
to the production of one product. If labor is used for but one product, 
undoubtedly many difficulties would result. During periods of prosperity, 
for example, such a nation might seem to profit unduly, but the depression 
period might result in absolute stagnation. Wisdom favors the policy of 
balancing any economy so that it will be partly industrial and partly 
agricultural. Industrial centers are better able to withstand booms and 
depressions if they possess a variety of industries. The movement in this 
country leading to decentralization of industry in order to secure diver- 
sification and to prevent too much overspecialization among workers is a 
movement that recognizes these dangers. The problem so far as foreign 
trade is concerned is again to determine to what extent it is necessary to 
penalize foreign goods in order to secure reasonable diversification. In a 
country like the United States there is sure to be extensive diversification 

without employing artificial measures to secure it. 

Invalid arguments in favor of imposing trade barriers. We have 
pointed out that tariffs, quotas, or subsidies may be justified under certain 
conditions. Although these practices represent artificial interferences 
with world trade, in the long run the benefits received may be worth the 
extra cost entailed. However, certain arguments advanced in favor of 

imposing barriers cannot be justified. 

1. Home Markkt. Thus, it is insisted that barriers should be imposed 

in order to create a home market. We have pointed out the conditions 
under which such an argument is valid. Beyond these limits, the demand 
that protection be given to home industries violates the fundamental 
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basis of all trade, and in consequence the consumers of the world will 
have fewer goods. Although an increase in business at home may seem 
to be a net increase, it represents merely a shift, and a poor shift at that, 
for when the shift in industry is made, those who would be more pro- 
ductive, if world trade were carried on, are now less productive. The 
earlier discussion on the relative merits of specialization shows why a 
tariff barrier whose purpose it is to enlarge the home market causes only 
a shift from a more efficient to a less efficient utilization of the resources 
of the country. Moreover, such a policy will result in a loss of total trade. 
The “Buy it at home” and “Patronize home trade” slogans cannot be 
justified except within the limits discussed above. 

2. Standard of Living. A second argument to be considered is often 

called the standard of living argument. Proponents maintain that 

barriers must be erected to protect the wage rates of American labor 

against low-paid foreign workers. This argument is also advanced when 

a clamor arises for lower tariffs. Here the claim is made that high wages 

are paid in the United States because the American worker is protected 
by the tariff. 

The most telling argument against this point of view is to point out 
that the ability to compete in foreign trade does not depend upon low 
wages, but rather upon low unit costs. Wages are relatively high in the 
United States; yet unit costs are often extremely low. Wage rates are 
based in the main, as will be shown in a subsequent chapter, on pro- 
ductivity. When productivity is great, high wages can be paid. The 
problem is to secure the best combination of factors; and when this is 
secured, low unit costs result, even though wages or pa)anents for the 
use of land or capital are relatively high. Thus, emphasis must be placed 
on unit costs, not on wages. A second answer to the standard of living 
argument may be given by resorting to statistics. No reliable figures have 
been found to prove that wages are higher in industries tliat are protected 
than in those not protected. Furthermore, the record does not show that, 
when industries received aid in the form of tariffs or quotas, they in- 
creased wages above those paid in other industries. Wage rates and the 
standard of living depend upon factors other than trade barriers. Unit 
costs are the determining factors in trade. In short, wages are high in the 
United States because the productivity of American workers is high. A 
third answer to the standard of living argument is that any increase in 
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wages made possible by a tari£F is ordinarily paid by American consumers 
in higher prices and this reduces the purchasing power of all American 
incomes. 


Summary 

This chapter has pointed out that world trade, like trade at home, results 
from difFerences in climate and in the distribution of resources among difFerent 
countries. Because of these differences, producers in some communities or 
countries have a comparative advantage over others. By producing those goods 
which can be manufactured at low costs and purchasing those which others 
can manufacture cheaper, all persons benefit through exchange. 

The principle of specialization, however, has definite limits.^ Transportation 
costs and the law of diminishing returns ultimately increase costs, and conse- 
quently producers with higher unit costs can continue to bring goods to the 
market. This principle is further limited because of the fear of war, the desire 
to aid infant industries, and the desire to maintain a better balanced economy. 
In order to enjoy these latter advantages, artificial barriers are imposed. These 
are of two kinds: manipulation of exchange rates and the use of tariffs, quotas, 
and similar barriers. The danger in the use of these barriers lies in the fact 
that they disturb world trade and nullify the economic advantages that might 
otherwise accrue to all engaged in world trade. 

Study Questions 

1. Why does a flourishing foreign trade seem desirable for a nation? If in 
your opinion a flourishing foreign trade is not desirable, defend your 
position. 

2. What are some of the natural barriers to foreign trade? What would you 
say was the principal artificial barrier to foreign trade? Can you think 
of other artificial barriers? 

3. What is the principle of comparative advantage? Illustrate it by an 
example. What modifications of the principle can you enumerate? 

4. What is the basis under the gold standard for establishment of rates of 
exchange between two currencies? Can you think of how rates of ex- 
change could be established between two countries not on the gold 
standard? What about rates of exchange between a gold standard country 
and one not on the gold standard? 

5. What is a bill of exchange and what is its place in the financing of 
foreign trade? 
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6. W’hat is tlie popular meaning of the terms favorable and unfavorable 
balance of trade? Can you tliink of any circumstances under which it 
might be advantageous for a country to liave an unfavorable balance of 
trade? How would you classify the position of the United States at the 
present time in regard to the desirability of an unfavorable balance of 
.trade? 

7. Distinguish between a visible and an invisible item in foreign trade. 
Give some examples of each. 

8. WTiat are some of the arguments frequently made in favor of trade 
barriers? How valid do you regard each argument? Defend your position. 

9. Under the old gold standard, what role did gold play in foreign trade? 
What do we mean by gold points? If a gold flow started from one nation 
to another, what might halt it and perhaps eventually reverse it? 

10. In view of what you have learned in this chapter, what trade pohcy, 
especially in relation to tariffs, would you advocate for the United States 
at the present time? 

Exercises 

1. Suppose that Worker A can produce 30 units of X good in a day and 
with the same effort produce only 15 units of Y good. Worker B, on the other 

hand, in the same period of time can produce 15 units of X good and 10 units 
of Y good. 

Would A and B both specialize and, if so, would specialization be advan- 
tageous to both? Why or why not? In answering this question consider the 
following: 

a. Does A have an absolute or only a comparative advantage over B? 

h. If A and B each worked 1 day producing X good and 1 day producing 
Y good, what would be the total output of each good? 

c. Suppose that A worked 2 days producing X goods and B worked 2 days 
producing Y goods, how much would be produced by both of them? 

d. Suppose that A can secure $6 a day for his labor while B can secure only 
$4 a day. In terms of cost, how much is the labor cost in producing a unit 
of X goods and Y goods? 

e. Would A be willing to pay B somewhat more than A*s cost for Y goods, 
if he were allowed to specialize in X goods? Why or why not? 

/• Suppose that the price of X goods is 25 cents per unit and Y goods is 
42 cents per unit. Would A and B be better off by specializing in one good? 
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Why? What would be the income of each per day under the above conditions? 
Are both better off by resorting to specialization? 

g. Suppose that the price remained at exactly what it cost A to produce 
each good. Would A still be better off to specialize in X good and allow B 
to produce Y good? Why or why not? 

h. Why is it unlikely that the price of these commodities would remain at 
A’s costs? 

2. If we buy goods abroad, we get goods but foreigners get the money; 
if we buy goods at home, we get both the goods and the money. Is this a valid 
argument? 

3. If Canada and the United States were one country, would this change 
our trade relations? Which country would be harmed if trade were free as 
between these two countries? Why? 

4. Suppose that Illinois decided that too many of her citizens were spending 
their money in Florida. She therefore decided to restrict travel to Florida 
and to raise oranges and grapefruit in Illinois. In what way would Illinois be 
harmed by this procedure? How would Florida be harmed? Would not the 
same principles apply as between Illinois and Mexico, England, Australia, or 
any other country? In the light of your answer defend trade barriers in foreign 
trade. 

5. The United States is now a great creditor nation. In respect to foreign 
trade should a creditor nation have a favorable or an unfavorable balance of 
trade? Explain. 

6. Certain individuals maintain that in normal times 90 per cent of our 
trade is domestic; therefore, we do not have to worry about foreign trade. 
Should we be concerned with foreign trade if that statement is correct? Why 
or why not? 

7. It is maintained that, unless we engage in foreign trade, we cannot use 
our agricultural or industrial plant to capacity. But if we sell, we must buy. 
List some of the outstanding imports that could be used in this country in 
exchange for our exports. 
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20. Distribution 


Meaning of distribution. The division of the fruits of production among 
the factors that contribute to the productive process, or among the people 
who control these factors, is what economists call distribution. Distribu- 
tion in this sense should not be confused with marketing. Marketing is a 
study of the physical and economic processes by which particular goods 
are transferred from the producer to the ultimate consumer. It includes 
the study of such activities as transportation, storage, and merchandising. 
Distribution, on the other hand, is concerned only with the amount of 
income that goes to the different factors of production or to those who 
control them. 

Whenever goods are sold in the market, the entire price paid for them 
ultimately represents income to someone. This does not mean, of course, 
that, when a manufacturer receives $1,000 for an automobile that he has 
produced, the entire $1,000 is net income to him. Most of the price that 
he receives merely reimburses him for costs that he has incurred. How- 
ever, all the payments and allowances that the manufacturer regards as 
costs represent income to someone else, either directly or indirectly. 
Ultimately most of the price received for a good goes to workers in the 
form of wages, to landowners in the form of rent, and to the owners of 
capital in the form of interest. If something is left over, this goes to the 
businessman himself and is called profit. 

Some readers may question the statement that the entire price a 
manufacturer receives for his product goes to-pay rent, wages, interest, 
and profits. They may, for example, recall that raw materials are an 
important cost of production for most manufacturers. However, prices 
paid for raw materials serve merely to meet wage, interest, and rent costs 
incurred earlier in the productive process, or to provide profits for other 
businessmen. This is true not only in manufacturing but in all productive 
enterprises. Even the cost of depreciation on a building is a charge made 
to offset other payments that were made to land, labor, and capital when 
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the building was constructed. It is, therefore, substantially correct to say 
tluit the entire value of the economic goods produced by society is re- 
ceived as income by those wiio control land, labor, capital, or business 
enterprise. 

To reduce tlie problem of distribution to its simplest teims vve might 
think of the total product of society as a pie that is to be divided into 
four pieces. Each of the four factors of production, land, labor, capital, 
and entrepreneurship, contributes to tlie preparation of the pie and each 
^viU receive a slice. Our chief problem is to find how the size of each 
share is determined. 

Functional distribution and personal distribution. Functional distribu- 
tion is the study of the division of income among the four factors of 
production, regardless of who controls them. Personal distribution is the 
study of how income is divided among the persons who make up the 
community. 

In a free-enterprise economy, functional distribution is merely a branch 
of price theory. The share of the product that a factor receives is the 
price paid for the use of the factor; and the chief problem is to find how 
this price is determined. Wages is the price of labor; rent is the price 
for the services of land; and interest is the price for the services of capital. 
However, to what extent profits should be regarded as the price for the 
services of the entrepreneur is open to some queg^ion and is a problem 
that will be dealt with in the chapter on Profits. 

The problem of personal distribution is somewhat different. In order 
to understand personal distribution, or the division of income among 
individuals, we need, of course, to understand how income is divided 
among the factors of production. In addition, however, we need to under- 
stand why there is such an uneven division of land and capital among 
the people who make up our society. In a free society everyone controls 
his own labor and can receive in wages whatever his labor is worth in 
the market. Many people, however, possess no land or capital; at the 
other extreme, a few control so much land and capital that they can 
receive very large incomes in the form of rent and interest, and sometimes 
in the form of profits. 

In order to understand how the present unequal distribution of land 
and capital came about we should have to study the history of social 
institutions. Of special importance in this connection would be the laws 
and customs regulating tlie ownership, inheritance, and taxation of pri- 
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vate property. It is clear that the personal distribution of wealth and 
income is a matter of great social importance. It is not, however, a 
problem that we shall attempt to deal with to any extent in this book. 
Our principal concern here is with the functional distribution of income, 
and we shall treat functional distribution as a problem in price deter- 
mination. However, before we turn our attention to this problem it might 
be well to take note of certain important questions that arise in connection 
with the personal distribution of income. 

The fact that very large incomes are received by a few individuals has 
caused frequent demands for a “more equitable” distribution. Some 
believe that there is something wrong per se in permitting the enormous 
incomes that have in the past accrued to certain people. Yet there are 
some social advantages in this unequal distribution of income. For 
example, persons with large incomes are best able to accumulate the 
great stores of capital that a progressive society must have. Also, educa- 
tional, charitable, philanthropic, and cultural institutions depend upon 
the contributions of persons with large incomes. Moreover, it is easy to 
show that the leveling of such incomes would not do much to raise the 
general well-being, because the number of large incomes is so small in 
relation to the total number of income receivers. 

In some nations aggressive eflForts have been made to limit the size of 
the income that any iroividual may have. That is the effect, for example, 
of the highly progressive income tax rates in the United States, since 
these rates increase rapidly as income rises. However, there always is the 
danger under such a tax system that rates will be pushed so high that 
capable individuals with capital will lack adequate incentive for estab- 
lishing new business enterprises, or expanding old ones. Of course such 
expansion is very important if sufficient employment opportunities are to 
be provided and if standards of living are to continue to rise. Insofar as 
large incomes are a necessary incentive to productive effort, they perform 
an essential social function. 

Prices of the factors of production. Since payments received by factors 
of production are for the most part simply prices, it is possible to apply 
to them the general principles of price determination. However, the 
prices of the factors of production present some unique problems of 
considerable importance, and to these it will be necessary to give special 
attention. Such special problems are the principal justification for this 
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cluipter on Distribution, and for the chapters which follow it on Rent, 
Wages, Interest, and Profits. 

Productivity as the source of the demand for a factor. The demand 
for consumers* goods arises from their utility. People are willing to buy 
things like eggs and shoes because tliese goods directly satisfy personal 
wants. However, land, labor, and capital used in production do not 
directly satisfy wants. Hence the demand for them is commonly said to 
be derived from tlie demand for their products. More directly, the de- 
mand for a factor of production is derived from the value of its product. 
For example, the real reason that the owner of a shoe factory is willing 
to hire a certain worker at $10 a day is that he believes that the worker 
will add at least $10 to the net value of the product of the factory. 

However, this raises the question of how the manufacturer can 
separate the product of one worker from that of another. Many workers 
contribute to the making of a shoe. Is it possible to determine what part 
of the shoe or what part of its value was produced by any one worker? 
Furthermore, it is not only workers that contribute to the making of the 
shoe, but also capital, natural resources, and management. Is there any 
way of determining what part of the shoe, or what part of its value, 
should be attributed to each of the major factors of production, land, 
labor, capital, and entrepreneurship? 

It is clear that in an absolute physical sense there is no way of 
separating the product of a shoe factory into the output of land, the 
output of capital, the output of labor, and the output of management. 
Neither, in an absolute sense, is there any way of determining which 
factor of production is most important, for ordinarily, unless all the 
factors cooperate, there will be no product at all. To ask which factor is 
most important is a good deal like asking a man who is hanging from a 
cliff by a chain which link of the chain is most important in keeping him 
from hurtling to his death in the chasm below. Yet if we are to explain 
the demand for a particular factor of production in terms of the value of 
its product, we must in some sense be able to separate the product of 
one factor from that of another. 

One way to solve this problem would be simply to assume that a 
factor of production contributed to the value of the product an amount 
equal to the cost of the factor. For example, a worker who is paid $10 a 
day in a shoe factory would be arbitrarily credited with a contribution 
of $10 to the value of the shoes. For our purposes, however, this solution 
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of the problem is not helpful, because what we wish to determine is whxj 
the worker receives a wage of $10. 

In a competitive market, wages, like other prices, are determined by 
supply and demand. If we are to explain the demand for labor as being 
derived from labor s contribution to the value of the product, we must 
determine labor s contribution in a way that is not directly dependent on 
the wage rate if we are to avoid a naive type of circular reasoning. To 
help solve this problem of determining how much labor, or for that matter 
any other factor, contributes to the total product, economists have re- 
sorted to the concept of marginal productivity. This concept will be 
explained in the paragraphs that follow. 

Marginal productivity. To simplify the problem of explaining mar- 
ginal productivity it will be assumed that all units of a given factor are 
similar in every respect, so that any unit may be substituted for any other 
without loss of efficiency. It will be recalled that in our study of the law 
of diminishing returns we applied units of a variable factor to a fixed 
factor and measured the resulting product. Throughout this process we 
focused our attention on the addition to the total product resulting from 
the use of the last unit of the variable factor applied. This last unit of the 
factor, as we noted, is called the “marginal unit”; and the increase in 
total product resulting from its use is known as the marginal product. 
For convenience we shall use the term marginal productivity to refer to 
the price of the marginal product of a factor. We can then say that, the 
other factors of production being held constant, the marginal productivity 
of any factor of production is the price of that part of the total product 
which depends on the .employment of any one unit of the factor. 

Since marginal productivity is the price of the amount of product that 
depends on any one unit of a factor of production, it is also the price of 
the amount of product that depends on each and every unit of the factor. 
The student will recall that we have assumed that all units are similar. 
Only at the margin is it possible to discover and separate out the specific 
product of each factor of production. In a given situation, the marginal 
productivity of a factor represents the maximum amount that any pro- 
ducer would be willing to pay for any one unit. For example, if a days 
labor by a worker would add $10 to the net value of a manufacturers 
product, $10 would be the most that he could afford to pay for this labor. 

Marginal productivity schedule. We know from the law of diminishing 
returns that beyond a certain point the marginal product of a factor will 
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decrease as more units of it are employed. As a result, the marginal 
producti\it\' of the factor will also decrease, provided there is no change 
in the price of the product. This will be true for a given enterprise, and 
it will also tend to be true for the economy as a whole; always assuming, 
of course, tliat the quantities of the other factors remain fixed. If a table 
could be draw'll up showing the relation between the quantity of a factor 
employed and the marginal productivity of the factor, such a table would 
be a marginal productivitij schedule. 

Table 26.— Variations in the Marginal Productitnty of Labor with 

Variations in the Quantities Employed 


Number oj Workers 

Marginal 

Employed Eight 

Productivity 

Hours Daily 

oJ Labor 

35,000,000 

$8.00 

40,000,000 

7.50 

45,000,000 

7.00 

50,000,000 

6.50 

55,000,000 

6.00 

60,000,000 

5.50 

65.000,000 

5.00 

70,000,000 

4.50 

75,000.000 

4.00 


Since economists are generally agreed that under actual economic 
conditions each factor is employed well beyond the point of decreasing 
returns, we need concern ourselves only with the declining phase of a 
marginal productivity schedule. 

Let us use labor to illustrate a marginal productivity schedule. We 
shall assume the employment in an economy of various amounts of labor 
without any change in the amounts of land and capital available. Further, 
we shall assume that there is no change in the price level of the products 
of industry,' and that therefore a given change in the physical output of 
goods will represent a corresponding change in value output. Under 
these conditions, if relatively small amounts of labor are employed, mar- 

'To make this assumption tenable it is also necessary to assume fiiat file money 
supply is varied in such a way as to stabilize the price level of output Otherwise 
changes in the amount of labor employed would change the price le\*el of goods 
both by changing the national income and by changing the quantities of goods 
produced and offered on the market. 
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ginal productivity will be comparatively high; but as larger amounts of 
labor are used, marginal productivity will decline. To make the illustra- 
tion as simple as possible we shall also assume that all workers are 
exactly alike, and that the labor unit is an 8-hour day.^ Table 26 repre- 
sents this situation. Figure 1 is a graphical representation of Table 26. 



Millions of Workers Employed per Day 

Fig. 1.— Demand for labor as indicated by marginal productivity. 


Market demand for a factor of production. A schedule showing 
marginal productivity when various total amounts of a factor of produc- 
tion are employed is also a market demand schedule for that factor. This 
is true because, as we shall see, it can be demonstrated that at any given 
wage rate employers will hire more men up to, but only up to, the point 
where the marginal productivity of labor is equal to the wages paid. It 
follows that Table 26 and Fig. 1 represent not only the marginal produc- 
tivity schedule for labor but also the demand schedule. Figure 1 shows, 
for example, that at a wage rate of $6 per day 55,000,000 workers will 
be employed. It also shows that when 55,000,000 workers are employed 
the marginal productivity of labor will be $6. 

Let us see why employers will tend to hire just enough workers to 
make the marginal productivity of labor equal to the wage rate. Sup- 
pose, for the moment, that marginal productivity and the wage rate are 
not equal. Assume, for example, that the wage rate is $6 but that only 

~ Workers of course are not alike. They diflFer in the kinds of work they can do, the 
degree of sldll they possess, and the amount of product they turn out per hour. 
These difFerences, however, do not invalidate the principle being illustrated. Even 
though labor is not a uniform commodity, if the total amount were increased, 
including all kinds and grades, the average marginal productiWty of a day's labor 
would fall. 
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mm.im workers are employed. W ith 50.000.000 \vorkers employed 
Fig. 1 shows that the marginal producti\ ity of labor will be $6.50. This 
is clearly not an eqnilibrinm situation, for it will pay employers to take 
on more workers. Altliough an additional worker will cost the em- 
ployer only $6 a day, he will increase the value of the product by $6.50. 
It is clear that, as long as tlie marginal productivity of labor is above the 


wage rate, emplo\ers can increase their net profits by taking on more 
men. As soon, howe\ er, as marginal productivity equals wages, there is 
no longer an incenti\'e to hire more workers. Furthermore, if marginal 
producti\-ity drops below the wage rate, it is actually to an employers 
advantage to reduce his working force. 

It is clear, then, that in a freely competitive market the demand sched- 
ule for labor tends to be identical with the marginal productivity 
schedule. The same principle applies to all the factors. The demand for 
a factor is derived from its productivity, and the demand schedule for 
any factor is identical with its marginal productivity schedule. 

Market supply of a factor of production. The supply of a factor of 
production is a schedule of the quantities of it which would be offered 
for use at various prices in a given market and in a given period of time.^ 

Strictly speaking, it is not tlie factor that is offered for sale but its 
services or use. Since the services of some units of a factor may be with- 
held from the market, especially at low prices, the supply of a factor is 
not the same thing as the quantity in existence. However, the quantity 

in existence is the most important single element in limiting supply at 
any given time. 

One peculiarity of the factors of production is that their prices, or the 
prices of their services, cannot be related to their cost of production in 


Supply and demand schedules, as has been noted earlier, are static concepts. In 

constructing tliem one assumes that for the period in question all elements in tlie 

economy remain constant except the price of the commodity and the amounts 

offered or demanded. Strictly speaking, this assumption is untenable, for tlieoret- 

ica ly a change in the price or in the quantity e.xchanged of any given commodit>' 

IS likely to affect tlie prices and quantities exchanged of all other commodities. 

n the case, however, of commodities like corn, aluminum, or shoes, the assumption 

that other things remain constant may not be very much in error. The error is 

t»nsiderably greater when the prices and quantities under discussion are those of 

the factors of production. It would hardly be possible for wage rates, interest rates, 

or rents to change x ery much without apprecmble effects on almost everything else 
in the economy. 
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any significant sense. Land is a costless gift of nature. Labor is human 
beings or their services, and nobody has yet found a satisfactory way to 
determine the money cost of producing either a man or a days labor. 
Capital goods, of course, do have a cost of production, and a price that 
tends to equal this cost. However, in the study of distribution our con- 
cern is not with the price of a capital good per se, but rather with the 
price for the use of capital, that is, with the interest rate; and interest 
in the economic sense is a net payment over and above any production 
or depreciation costs on capital. 

The available quantities of the different factors are limited in some- 
what different ways. Since land is natural resources, it is rather definitely 
limited in total amount, and the limitation is a permanent one. The situa- 
tion with respect to labor is not quite the same. At any given time the 
potential supply of labor is also limited, for it depends on the size of 
the population, but over a period of time the population changes. How- 
ever, the forces that cause population to change are not very well under- 
stood. It might be supposed that high wages would bring an increase 
in population by inducing people to have more children; but in fact 
high wages seem to have the opposite effect. The source of capital is 
saving. In any short period of time the total amount of capital in the 
economy is approximately constant. However, in a dynamic economy like 
ours the quantity of capital tends gradually to increase as a result of 
saving; and it is possible, though not certain, that the interest rate is a 
significant factor in inducing people to save. 

Determination of the price or share of a factor. In a competitive 
market the price of the services of a factor is determined by demand and 
supply at the point where the amount demanded is equal to the amount 
offered. At the equilibrium price there can be no unemployment of the 
factor. Everyone who is willing to sell his labor or lend his capital or 
rent his land can do so at the market price. Likewise everyone who 
wishes the services of labor, land, or capital can obtain them at the 
market price. Unemployment of the factors of production, as for ex- 
ample idle labor, is a result of limitations on competition. Since in the 
actual markets for the factors of production these limitations are of great 
importance, considerable attention will be given to them in the chapters 
that follow. 

Using labor again as an example. Fig. 2 illustrates the determination of 
the price of a factor of production. SS represents the supply schedule for 
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labor on tlie assumpHon that workers will offer somewhat more of their 

semces at high wage rates than at low ones. DD represents the demand 

schedule for labor and also the marginal productivity schedule. At equi- 

hbnum both the wage rate and the marginal productivity of labor are 

represented by PR; and the amount of labor employed is represented 
by the distance from the origin to R. 



fig. 2.-Demand and supply curves for labor in a given market in a given short period 

of time. 

It should be emphasized that, though the price of a factor tends to 
equal Its marginal productivity, marginal productivity does not deter- 
mine price. Rather, both price and marginal productivity are deter- 
mined simultaneously. They are the resultant of all the forces that are 
operating in the market to influence either supply or demand. 

It IS easy to show that marginal productivity is not a fixed or inde- 
pendent quantity, but that it depends on a number of circumstances, 
ome of these are worth noting: (1) The marginal productivity of a 
factor depends partly on the quantity of the factor employed, because 
he marginal product is subject to the law of diminishing returns. (2) 
he marginal productivity of a factor depends partly on the available 
quantities of the other factors. For example, if all laborers receive more 
and better machines to work with, the amount of product dependent on 
any one unit of labor will rise. (3) Marginal productiWty also depends 
on the price of the product. For example, if the price of wheat rises be- 
cause of an increase in demand, the value of the marginal product of 
labor m the wheat fields wiU also rise. This of course wiU cause an in- 
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crease in the demand for labor and some rise in wages. The increased 
employment of labor will, in turn, result in some decline of marginal 
productivity from the new high level. When all these adjustments, 
and others, have been made, equilibrium will be reestablished. 

Prices of unlike units of a factor of production. So far we have assumed 
that all units of a factor of production were exactly alike. It was neces- 
sary to make this assumption in order to explain in a fairly simple man- 
ner the nature of the forces that determine the price of a factor in a 
competitive market. The assumption, however, was contrary to fact, for 
in reality different units of a factor of production are seldom alike. Often, 
indeed, they are so unlike that they may even be regarded as different 
commodities. However, the existence of differences between the units 
of the factors of production does not invalidate our theory of price 
determination. 

Even though the units of a factor of production may be quite unlike 
one another in important respects, in a competitive market it is still true 
that the average price level for all units of the factor, and also the aver- 
age level of productivity at the margin, will be determined by the forces 
of supply and demand. In this case, however, the prices of different units 
will not be the same; rather, the price of each individual unit will be 
determined by its marginal productivity. It is clear, for example, that if 
one worker would increase the value of a farmer's product by $5 a day, 
while another and more eflBcient worker would increase it by $10 a day, 
the farmer would not be willing to pay the first worker more than $5, 
while he would be willing to pay the second one anything up to $10. 
In a highly competitive labor market, the competition of other fanners 
for workers would tend to force him to pay to either worker the full 
value of the marginal product. 

Largely because different units of a factor of production are different, 
the contractual price or share of a factor often differs from the economic 
price. For example, if all units of land were exactly alike in every re- 
spect, the law of one price would apply, arid at any given time a single 
market rental price would prevail for all units. This price, of course, 
would be equal to the marginal productivity of land, and would there- 
fore represent the true economic rent. Since, however, land vanes 
greatly in productivity, the marginal productivity of each piece of land 
must be estimated separately. As a result, both owners and renters may 
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make numerous errors, so that *e rent agreed upon by contract may 
be either more or less tiian tlie true economic rent. 

The fact that the units of a factor of production are often unlike has 
■still another eEect. and that is to introduce elements of monopoly into 
the market for tlie factor. Take labor as an illustration. No organized 
^oup can possibly have a monopoly of labor in general. However, dif- 
ferent kinds of labor are really different commodities; and it is quite 
possible for a strong union, say the plumbers’ union in a certain large 
cit>', to exercise monopoly control over the supply of a particular kind 

of labor. This problem will be discussed more fully in the chapter on 
Labor. 

Simultaneous determination of wages, interest, rent, and profits It 

sliould be emphasized that the price of a factor of production cannot 
possibly be determined independently of the prices of the other factors. 

In earlier times economists often tried to do this. They hoped to find 
some one simple explanation for the price of each factor. This is impos- 
si^ble because the forces that operate in the market are complex, and 
they affect the prices or shares of all the factors. 

The prices of the factors of production are determined simultaneously, 
ey are the resultant of all the forces operating in the market. If the 
price of one factor changes, this is bound to have some effect on the 
prices of all the others. To take a single example, suppose that wage 
rates rise because of a reduction in the supply of labor. This reduction 
might be due to an increase in the amount of disability among workers 
or to a very sharp decline in the birth rate. In any case, the higher wage f 
ra e would be sure to affect to some degree interest rates, rents, and 
pro ts. For example, it might make manufacturing less attractive to 
enteepreneurs, and so lower the interest rate by reducing the demand 
or capital. Again, it might increase the cost of operating farms and 
herefore cause a decrease in the demand for fann land, the abandon- 
ment of the poorest farms, and a fall in rents. 

Some implications of distribution theory. A knowledge of distribution 
eory should aid us in understanding a number of important economic 
re ationships. It is clear, for example, that, other things being equal, the 
Pi-ice or share of a factor depends on its supply. The scarcer the factor, 
m higher its price and productivity per unit; the more plentiful the 
actor, the lower its price and prodiictiWte per unit. One important 
mplication to be drawn from this relationship is tliat a heav^ inflow of 
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immigrant workers into the United States would definitely tend to lower 
wage rates. This is not, however, as many assume, because immigrants 
are accustomed to low standards of living; rather because the inflow 
would increase the supply of labor. 

In new countries it has often been observed that' wage rates and in- 
terest Vates tend to be relatively high. This is primarily because the sup- 
plies of labor and capital are scarce in relation to land. Because only 
the best land is used and comparatively little labor and capital are em- 
ployed on each unit, the marginal productivity of labor and capital is 
high, and wages and interest rates are also high. 

Finally, it should be noted that the more nearly the markets for the 
factors approach perfect competition, the less unemployment there is 
likely to be. In a perfectly competitive labor market, for example, every- 
one who wished to do so could sell his labor at the market rate and 
there would be no involuntary unemployment. The problem of unem- 
ployment in labor markets is the result of the many factors that interfere 
with effective competition. In extreme cases where a union has an actual 
monopoly of a certain kind of labor, the union is likely to set a relatively 
high price for the services of its members. The effect of such action, 
however, is to reduce employment below the level that would prevail 
had the wage rate not been raised. The reason for the decline in em- 
ployment is that the individual employer will hire labor only up to the 
point where marginal productivity is equal to the wage rate; if wages 
are high, this point will be reached somewhat sooner than would be the 
case if they were lower. 

How the national income of the United States is divided. By studying 
the financial statements of individual business concerns it is possible to 
note how in particular enterprises the product is divided between land, 
labor, capital, and entrepreneurship, although a precise allocation can- 
not always be made. It would be interesting to see how our national 
income is divided between the factors. Here again, however, we cannot 
have the data in the form that will give us the precise breakdown most 
desirable. However, the breakdown used by the Department of Com- 
merce and shown in Table 27 gives us a good over-all view of distribution 
as it takes place in our national economy. Table 28 provides the same 
data on a percentage basis. 

■ It is interesting to note the relative stability, percentagewise, of the 
various groups during this period of rapid increase in national income. 
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Tabic n. -National Income, 1939-1946, Received by Principal Groups 

(Billions of dollars) 



1939 

1940 

1941 

1942 

1943 

1944 

1945 

1946 

^^ational income. . 

Total Compensation of 

72.5 

81.3 

103.8 

136.5 

168.3 

182.3 

182.8 

178 '> 

1 







employees f- • 

Income of unincorporated 

47.8 

51.8 

64.3 

84.7 

109.1 

1 

121.2 

122.9 

116 8 









enterprises J. . 

11.3 

12.6 

16.5 

22.7 

26.0 

27.7 

30 2 

34 9 

Kental income of person.s 
Corporate profits §. 

Net interest.. 

3.5 

5.7 

3.6 

9.2 

4.3 

14.6 

5.4 

19.8 

6.1 

23.7 

6.7 

23.5 

6.9 

19.7 

6.9 

16 4 

4.2 

4.1 

4.1 

3.9 

3.4 

3.2 

3.1 

3.2 


t Includes supplementary payments as well as salaries and wages. 

I Includes farm as well as business and professional. Also includes inventory valuation 
adjustment. 

§ Includes inventory valuation adjustment. Profits arc before income tax. 


Table 2S.~Percentage of mtional Incotne Going to Principal Groups 



1939 

1940 

1941 

1942 

1943 

1944 

1945 

1946 

National income 

100 

100 

100 

100 

100 

100 

100 


Total compensation of 

100 

1 







emplovee.R 

65.9 

63.7 

61.9 

1 

64.8 

66.5 

67.2 

65.5 

Income of unincorpo- 

OZ« 1 






rated cnterDri.ses 
Itental income of per- 

15.6 

15.5 

15.9 

16.6 

IS. 5 

15.2 

16.5 

19.6 

sons . . . 

4.8 

4 4 

A 1 

A A 


3.7 

3.8 

3.9 



T. 1 

4,U 

3.6 

'corporate profits. . 

7.9 

11.3 

14.1 

14.5 

14.1 

12.9 

10.8 

9 '> 

Net interest. . 

5.8 

5.1 

4.0 

1 s 

0 A 

1.7 

1.7 

1.8 


A . o 

A,\J 


1 




1 

1 




abor s percentage showed a tendency to increase after 1941 following 
^ ecline from 1932 to 1941. The percentage represented by corporate 
profits rose through 1942 and dropped back subsequently. Coipora^t^ - ^ 
profits actually retained were far less than those indicated in Table 27 ^ 
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and used in computing the percentages in Table 28 because of the high 
income-tax rates, particularly during the war years, that prevailed in this 
period. Other recipients of shares of the national income also paid income 
taxes. 

Summary 

In this chapter we have tried to answer the question. What determines the 
share of product that accrues to each of the factors of production? We found 
that the share of income going to each factor for its services is really a price, 
and that in a competitive market this price is determined, like any other price, 
by supply and demand. 

It was noted, however, that there are special conditions that affect both the 
demand and the supply of the factors of production. The demand for a factor 
of production is derived from the demand for the product, or, more directly, 
from the value of the product. Only at the margin, however, can the products 
of the different factors be separated. The marginal productivity of a factor 
is the value of that part of the total output of an enterprise which depends on 
a single unit of the factor. If we assume that all units of the factor are alike, 
the schedule showing the marginal productivity of the factor when different 
amounts are employed is identical with the demand schedule for that factor. 
We may also represent the supply of a factor by a schedule. However, the 
conditions affecting supply are somewhat different for each of the factors. 
Once the demand and supply schedules for a factor are known, the equilibrium 
price can be determined. It will be at the point where the quantity demanded 
is equal to the quantity supplied. At this point price will equal marginal 
productivity. However, marginal productivity does not determine price. Rather, 
both are determined by all the market forces that influence either supply or 
demand. 

Actually the units of a factor of production are seldom alike. Where they 
are different, the average price of the units and their average productivity at 
the margin are determined in the general market by the forces of supply and 
demand. However, the price of each individual umt mil be determined by 

its marginal productivity. 

The price of one factor of production cannot be determined independently 
of the prices of the other factors. A change in the price of any one factor will 
affect the prices of all the others. The prices of all the factors are determined 
simultaneously and are the resultant of all the forces that influence supply 

and demand. 

In the following chapters we shall study in more detail the special problems 
involved in determining the price or share of each of the four major factors of 

production. 
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Stiidy Qiikstions 

1. What is meant l,y the term distrihiitic.n? Distinguish between distribution 
and marketing. 

2. Into wliat basic shares are tlie payments to the factors of production 
divided? 


3. W'liat is the difference ben\'een functional and personal distribution? 

4. \\ hich kind of distribution is of primary concern to the student of 
economic principles? Why? 

o. How are the prices of the factors of producHon determined? 

6. What is meant by saying that productivity is the source of the demand 
for a factor? 

7. M^hat method would you use to determine what share is to go to labor, 

capital, land, or business enterprise in the production of an automobile, 
a chair, or a house? 

8. What does marginal productivity have to do with the problem of 
distribution? 

9. What is a marginal productivity schedule? Is there another name for this 
schedule? 

10. How would you find the market demand and the market supply schedule 
of a factor of production? 

11. Suppose various units of a certain factor, labor or land for example, are 
unlike. How would you find the prices of the unlike units? 

12. What is meant by the statement that the economic share often difl^ers 

from the contractual share? Under what conditions would this be true? 
Untrue? 

13. Why are the shares accruing to labor, capital, land, and entrepreneurship 
all determined simultaneously? 

14. Is the following statement correct? “The price or share of a factor depends 
upon its supply.” Explain carefully. 

15. Study Table 27. What conclusions can you draw from it? For example, 
if total compensation to employees increased, while shares to other 
factors remained constant or decreased, would this mean that labor was 
better off or that there were simply more laborers who received income? 
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Exercises 

1. In 1944 the national income was divided roughly as follows: compensa- 
tion to employees 66.5 per cent; income of unincorporated enterprises 15.2 
per cent; interest 1.7 per cent; net corporate profits 12.9 per cent, and rental 
income of persons 3.7 per cent. 

a. Is this functional or personal distribution? 

b. Are these contractual or economic shares? \^^y or why not? 

c. Do you think these shares are fair? Why or why not? 

2. The United States News for Apr. 25, 1947, stated that as compared with 
1939 prices, food prices were up 95 per cent; prices on house construction up 
84 per cent; men s suits 72 per cent; automobiles 56 per cent. The article also 
pointed out that factory workers’ yearly earnings were up 87 per cent. 

a. What does this statement have to do with the problem of distribution? 
Explain carefully. 

b. The United States News also pointed out that incomes of different groups 
varied widely. School teachers, for example, had less purchasing power than 
in 1939. Thus, although the average income in purchasing power was about 
$1,440 in 1939, in 1947 it was only $1,250. The automobile worker had $1,711 
in purchasing power in 1939 and only $1,638 in 1947. Farmers were better 
off, having a 1947 net income up 47 per cent in terms of purchasing power 
over 1939. The construction worker had in 1947 purchasing power of $1,805 
as compared with $1,570 in 1939. How would you reconcile these figures with 
the theory of distribution presented in the text? 
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21. Rent 


The broad principles of distribution were outlined in the preceding 
chapter. The present chapter and the three following will explain how 
these principles apply to the share of each of the four major factors of 
production. The first share to be studied is rent. 

Rent defined. As has already been noted, rent is the share of income 
which represents payments made for the services of land. This definition 
requires little amplification; it does, however, need a certain amount of 
explanation. 

“Land” means natural resources; strictly speaking, it refers to gifts 
of nature in their original state, before labor has been applied to make 
them more useful to man. David Ricardo, an early nineteenth century 
English economist noted for his theory of rent, expressed this by defining 
rent as “that portion of the produce of the earth which is paid to the 
landlord, for the original and indestructible powers of the soil.” Ricardo 
was wrong, of course, in assuming that the “powers of the soil” are inde- 
structible.^ Nevertheless, most economists still use the term “land” to 
refer to the resources of the earth in their natural state, and we shall 
accept this common usage. 

Very little land can be employed, however, unless improvements are 
made upon it. Some land must be cleared of forests or underbrush; other 
land must be drained or cleared of stones. Much labor and capital must 
be expended on urban sites before the land can be used for homes, stores, 
or factories. All these improvements on land constitute capital. There- 
fore part of the income from most pieces of land, for example from the 
typical farm, is really interest on invested capital; and in practice it is 
impossible to determine at all accurately how much of the income re- 
ceived should be considered interest and how much should be con- 

1 Doubtless what Ricardo meant was that rent is a payment based on the productivity 
of the land, on the assumption that the land itself is fully maintained and not used 
up. Ricardo would not have classified as rent a royalty on ore or oil taken from land. 
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sidered true rent. Nevertheless, a rough division can be made, and there 

are certain advantages in defining rent as income received for the use of 

the original powers of the earth: (1) This is the traditional sense in which 

economists have used the tenn. (2) The conditions that determine the 

supply of natural resources are somewhat different from those which 

determine the supply of capital goods produced with the aid of human 
labor. 

It is important not to confuse true or economic rent with rent in the 
usual business sense. In everyday life we speak of renting a tractor, an 
oflSce building, or a factory. Rent in this sense is a payment made for 
the use of any concrete unit of wealth over a definite period of time, 
regardless of whether the wealth is land or capital. True rent, however, 
consists only of payments made for the use of natural resources. This 
means that the ”rent’* paid for the use of a tractor is really not rent but 
interest. Of the "rent" paid for the use of an ofl^ce building or a factory 
only the part paid for the use of the land on which the structure stands 
is true rent, while the part paid for the use of the building and equip- 
ment is really interest.- 

Kinds of rent. There are several different rent concepts which it will 
be useful for the reader to understand and keep in mind. 

First, he should note the distinction behveen implicit and explicit rent. 

A producer who uses his own land in the process of production seldom 
sets aside a special payment to himself in the form of rent, although his 
land makes a contribution to production and may contribute as much 
income as the owmer could get if he leased it to someone else. We should 
recognize, therefore, that the factor land produces rent even when it is 
used by the owner. We reserve the tenn “implicit” rent for that part of 
the total product which must be allocated to land even when the land is 
used by its owner. If the landlord leases the land to another and receives 
a payment, tliis payment is called "e.xplicir rent. Obviously the same 
piece of land when used for similar purposes should yield the same 
rent, whether or not it is used by the owner. Thus implicit rent and 
explicit rent from a piece of land should be the same in all cases. 

A second distinction is made between the contractual and economic 
shares that accrue to land. Since land is owned, the share that will be 

*Not even ull ll»e iwyinent made for the use of « building is roMiomic or purr 
Interest. This will be explained in a later chapter. 



322 


FUNDAMENTALS OF ECONOMICS 

received by the owner is generally determined by contract. This is called 
contractual rent. On the other hand, the return that is just equivalent to 
the contribution of land to production is called economic rent. The con- 
tractual rent is the amount the owner actually receives for allowing 
someone to use his land; the economic rent is what he should receive. 
Under perfect competition and in the long run, these two shares tend 
to be equal. However, since both competition and human judgment are 
imperfect, the contractual share may often be out of line with the 
economic share. 

Problem of explaining rent. In the past, economists have usually 
explained rent as a surplus. They have assumed that the prices of labor 
and capital were known, and also the prices of the goods produced. Then 
they have deducted labor and capital costs from the value of the total 
product, and explained that the “surplus” left over would go to land as 
rent. In this division of the product they seem largely to have ignored 
the entrepreneur. However, many economists have allowed him, as wages, 
the market value of his services, that is, the payment he could have 
obtained for them had he hired himself out to someone else. 

The objection to this explanation of rent is that it assumes that the 
prices of labor and capital and the prices of the products of industry can 
be determined independently of rent. Actually this is impossible. Wage 
rates, interest rates, and rents are all interdependent; they influence one 
another and, in the final analysis, are all controlled by the same basic 
economic forces. To illustrate this fact it is only necessary to call atten- 
tion to the nature of the demand for the factors of production. The de- 
mand for the factors is derived from the demand for their products; but 
since no production whatever is possible unless all the factors are em- 
ployed in combination, the demand for the factors is a joint demand. 

If the demand for a product of land, labor, and capital increases, with a 
resultant increase in the price of the product, this will tend to raise not 
only rents but also wages and interest. Suppose, for example, that a war 
brings a great increase in the demand for wheat and a sharp rise in its 
price. This will increase rents by increasing the demand for land; and it 
will also increase wages and interest rates in the wheat-growing areas 
by increasing the demand for labor and capital. 

Basically, therefore, the theory of rent determination is no diflFerent 
from the theory of the determination of wages and interest. Like wages 
and interest, rent is a price, and in a perfectly competitive market it 
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would deU'nninrd by supply atid domand at tlie point where the 
rental price w*is equal to the inarjiinal productivity of land. 

L'ndoubtt'dly one reason tliat so tnanv writers of a generation or two 
ago faileti to see that the rent problem was essentially no diflFerent from 
the pn^blein of wages or the problem of interest was this: In their first 
approach to the determination of wages and interest they usually thought 
of labor and capital as unifonn tx)mniodities for each of which a single 
price could be found. In other words, they were tr^dng to explain the 
wage rate and the interest rate. In the actual world, however, there are 
a number of wage rates and a number of interest rates; therefore what 
they really explained, insofar as their theories were sound, was the de- 
termination of the general level of wages or interest. On the other hand, 
when they approached the problem of rent determination, they were 
thinking first of all in terms of differences in the quality of land and 
differences in rent; as a result, their rent theory was chiefly concerned, 
not svith explaining the general level of rents, but with explaining why 
one piece of land rented for more than another. 

Once the general level of wages, interest, rents, and marginal products, 
as well as the prices of the final goods, has been brought into equilibrium 
by the forces of the market, it is quite legitimate to e.xplain the price of 
any one unit of a factor of production by its marginal productivity. We 
shall see later that one way to find the marginal productivity of a par- 
ticular unit of land is to subtract labor and capital costs from the value 
of the total product. 

In our explanation of rent determination in this chapter we shall be 
concerned with two quite distinct problems. First, we shall explain how 
the general level of rents is determined by the forces of supply and 
demand. In order to simplify as much as possible our explanation of 
the general level of rents, we shall assume that land is a uniform com- 
modity, so that every unit is exactly like every other unit. Of course land 
IS very far from being a uniform commodity. Nevertheless, it is reason- 
able to assume that the general level of land rents responds to the forces 
of supply and demand much as would our imaginary unit based on the 
assumption of uniformity. The second problem that will concern us is 
to explain why rents vary on diflFerent pieces of land. This is an impor- 
tant problem, because diEerences in rent are great. In this portion of 
our discussion we shall use the traditional type of rent analysis. 
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Demand for land. In explaining the general level of rents let us assume 
that our unit of land is an acre of farm land, and that all units are 
exactly alike in fertility and possess equally favorable locations. Further, 
let us assume that the quantities of the other factors, and the prices of 
the products of the factors, remain constant. We can then represent a 
demand schedule for land exactly as we represented a demand schedule 
for labor. Each point on the demand curve will show the number of 
acres that will be demanded at a given price; each point on the demand 
curve will also show the marginal producti\'ity of an acre when a cer- 
tain number of acres are employed in the economy as a whole. In other 
words the demand curve, as in the case of the demand curve for labor, 
will also be a marginal productivity curve. 

Supply of land. It is when we come to supply that we find some 
important differences between land and the other factors. The stock of 
capital in the world, and the labor force, may change with the passage 
of time; but the “stock” of land is essentially fixed. There are, to be sure, 
some rather important qualifications to be made to this statement. Land 
in the economic sense is not just the surface of the earth, but is natural 
resources. Resources are things that are useful to man, and there are 
several ways in which the stock of natural resources may be changed. 
In the first place, natural resources are not indestructible, but can often 
be used up, or destroyed by misuse. In the second place, natural re- 
sources may exist of which we have no knowledge, especially in the 
case of mineral deposits. When these are unexpectedly discovered, our 
total stock of natural resources is increased just as effectively as if we 
had had a gift from Mars. In the third place, materials that are not 
natural resources are constantly being brought into that category by 
the advances of science and technology. Before the development of 
kerosene and tlie kerosene lamp, petroleum was not a natural resource; 
neither was bauxite, the ore from which aluminum is obtained, until 
methods were discovered for extracting the metal from the ore. Never- 
theless it remains true that our most basic natural resource, the land 
area of the world from which we can obtain farm and forest products, 
is very definitely limited. Any possible additions to it are of relatively 
minor importance. 

The supply of a factor of production is not, to be sure, the known quan- 
tities in existence; rather it is a schedule of the quantities that would be 
offered in the market at various prices. However, since the available 
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quantit)-- of land is essentially fixed, irrespective of its rental price, it is 
reasonable to suppose that in the long run most landowners would rent 
their land for any price they could get rather than let it remain idle. 
Therefore, we should expect the supply schedule for the ser\'ices of land 
to be highly inelastic. It follows, therefore, that at any price practically 
the whole quantity available would be offered in the rental market. 

Determination of the rental price. Under the assumption that all units 
of land are alike, the rent of an acre of land will be determined by supply 



Fig. 1.— Determination of rent when all land consists of identical acre units. 

and demand at the point where the number of acres offered is equal to 
the number of acres demanded. At this point the price of an acre will 
be equal to its marginal productivity. 

This situation is represented in Fig. 1. This chart shows that the annual 
rental of an acre of land under the conditions represented would be PR. 
PR also represents the marginal productivity of land. Since tlie supply 
of land is practically fixed, over a period of time demand wall be the 
active force in detennining rent. If population and capital increase, the 
demand curve DD will gradually shift to the right, and rent wall rise. 
Though the chart is based on the assumption that all units of land are 
alike, it gives us some concept of how supply and demand determine 
the average level of productivit)' of land at the margin, and also the 
overage level of rents even when land is not uniform. Lack of uniformit\' 
m the units of a commodity does not seriously interfere wa*th the opera- 
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tion of the forces of supply and demand. It merely prevents the estab- 
lishment of a single price. 

Rent on unlike units of land. As everyone knows, units of land differ 
widely in quality and productivity, and in the amount of rent that they 
will yield. It is therefore a matter of some importance that the student 
of economics should understand how rent is determined on particular 
pieces of land. It has already been noted that once interest rates, wage 
rates, the general level of rents, and the prices of products have all been 
brought into equilibrium by the forces of supply and demand, it is then 
possible to find the marginal producti^'ity and the rent of a particular 
unit of land by subtracting capital and labor costs from the total value 
of the product. The reasons that this is hue will be made clear later. 
Subtracting labor and capital costs from the value of the product is the 
traditional procedure for analyzing rent. Though it does not explain how 
the general level of prices, costs, and rents is determined, it does give 
a clear idea of why rent arises on some pieces of land and not on others, 
and of how the amount of rent on each piece of land is determined. 

Before we can discover the marginal productivity and the rent of land 
by subtracting labor and capital costs from the value of the product, we 
must first discover how much labor and capital it will pay to employ on 
a piece of land and what the total value of the product will then be. 
To simplify the exposition we shall assume that labor and capital must 
be applied in combinations or units containing a certain amount of each. 
This will enable us to treat labor and capital as if they were a single 
factor of production. We shall then be dealing with only two factors: 
labor and capital on the one hand and land on the other. To simplify the 
exposition further, we shall assume that all land is farm land and that 
the unit of land is the acre. 

There are two conceivable ways in which a given unit of labor and 
capital can be employed to produce an output. Either it can be put to 
work with other units of labor and capital on an acre of land which is 
already being cultivated, or it can be put to work on an acre of land, if 
one is available, which has not yet been brought into use. Increasing 
output by applying labor and capital to larger areas of land is called 
extensive cultivation. Increasing output by applying more labor and 
capital to the same land is called intensive cultivation. 

In explaining how the rent of individual units of land is determined, 
we shall find it useful, first, to assume that only one unit of labor and 
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capital can be employed on each unit of land. This will mean, of course, 
that a unit of labor and capital can be made productive only by the 
method of extensi\'e cultivation. Later we shall show how the results 
obtained must be modified by taking account of intensive cultivation. 
Intensive cultivation is no less important than extensive cultivation, be- 
cause the rent on a good piece of land is explained, not only by the fact 
that one unit of labor and capital .can produce more on the good land 
than on the poor land, but also by the fact that on the good land it pays 
to use additional units of labor and capital. In due course our analysis 
will show why this is true. 

Rents on difFerent units of land under extensive cultivation. Let us 

assume that the various acres of land are not equal in fertility; that is, 
an application of a unit of labor and capital on each plot will produce 
diflFerent amounts of output. Let us also assume that only one unit of 
labor and capital can be applied to any 1 acre of land. To increase pro- 
duction it will then be necessary to employ extensive cultivation and 
bring additional acres of land into use. Some of these assumptions are, 
of course, artificial; yet by their use we can demonstrate more simply 
the reasons that, under conditions of extensive* cultivation, diflFerent units 
of land produce different amounts of rent. 

In view of the assumption of unequal fertility, labor and capital 
applied to some pieces of land will be more productive than when ap- 
plied to others. It is reasonable to suppose, therefore, that producers will 
be willing to pay owners of the more fertile land for its use even though 
less fertile land may be available without cost. 

In order to demonstrate that rent will be paid on the better pieces of 
land under conditions of extensive cultivation, and also that it will be 
different on different units, the following illustration is presented. As- 
sume that six units of land of unequal fertility are not now in use but 
are available for raising wheat. Assume that the probable results of em- 
ploying one unit of labor and capital on each plot will be as follows: 
land A will yield a total of 50 bushels; B, 40; C, 30; D, 20; E, 10; and 

5. Suppose that an acre of land will be brought under cultivation by 
someone provided it will produce at least enough wheat to cover labor 
and capital costs. Suppose further that the price of wheat as determined 
m the market is $1 per bushel, and that the price of a unit of labor and 
capital is $10. In these circumstances it clearly will not i>ay to use land F 
at all. Land E, however, will be brought under cultivation, since the 
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price of the product will just cover labor and capital costs. However, 
since even on land E no return will be secured over and above capital 
costs, no one will be willing to pay for the use of land E and it will 
receive no rent. The situation is different for land units A, B, C, and D. 
If the price of wheat is $1 per bushel, the user of land A will need to 
invest only $10 in labor and capital to secure a gross return of $50. This 
will mean an excess of $40 above labor and capital costs. If necessary, in 
order to have the privilege of cultivating- land A, the prospective user 
will surely agree to pay part of the $40 “suiplus” to the owner of the land 
as rent. Similarly a user of land B would receive a gross income of $30 in 
excess of labor and capital costs; of land C, $20; and of land D, $10. Each 
of these prospective users would therefore be willing, if necessary, to pay 
at least a part of this excess income to the landowner. 

The users of superior pieces of land will not, of course, pay rent unless 
they have to. How much will they actually be obliged to pay? Will the 
user of land A have to pay as rent the entire $40 by which the value of 
the product exceeds labor and capital costs? If he pays the whole $40, 
he might just as well be cultivating land E, for he will secure a return on 
his labor and capital only. The other prospective renters will be in a 
similar position if the rent on B land is $30, on C $20, and on D $10. 
Yet if we assume a free competitive market and perfect mobility of the 
factors of production, the users of all these plots of land will have to pay 
as rent the full amount by which the value of the product exceeds labor 
and capital costs; for no one who has labor and capital at his command 
can hope to receive more for their seiv'ices than the prevailing rate. The 
various producers who wish to put their labor and capital to work will 
engage in competitive bidding for the use of land. If in the beginning 
the rent of a piece of land were low enough so that a user could make a 
net economic profit after receiving wages and interest on his capital at 
the market rate, some prospective tenants would be willing to offer a 
little more rent in order to get the use of such land. As a result, competi- 
tion for superior land would force those who desired to use it to pay the 
owners of the land the full amount by which the value of the product 
exceeded labor and capital costs. Thus rent would be paid on land units 
A, B, C, and D. Moreover, a different amount of rent would be paid for 
each unit according to its superiority in productive power. 

Figure 2 shows the different rents that result when plots of land of 
different fertility are cultivated extensively. It illustrates graphically how 
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differences in rent arise. We see that, under extensive cultivation only, 
rents will vary in amount on different pieces of land because the applica- 
tion of the same amounts of labor and capital to different plots will yield 
different results. 

Marginal land. We observe that E land is cultivated but that the 
return is sufficient only to pay for the labor and capital costs involved. 
Hence, there is no marginal product attributable to land E and no income 
for the owner. When returns to producers who use land are suflBcient to 



Fig. 2.— Rents on land of unequal fertility on the assumption that only extensive culti 

vation is possible. 


pay only for labor and capital costs, the land is called marginal or no-rent 
land. If land is so poor that it will not even pay labor and capital costs 
like the F land in our illustration, it is called subtnarginal land. Such land 
will not be used at all as long as prices do not increase. 

It must, however, not be assumed that the units of land that are 
marginal at one time necessarily remain so. If market conditions change 
in such a way as to change tlie prices of the factors or the prices of their 
products, the units of land found at the margin w'ill also change. For 
example, if the price of the product should rise without a corresponding 
rise in wages and interest, it would pay to cultivate somewhat poorer 
grades of land, and land units that had fonnerly been submarginal would 
become marginal. Also, units that had formerly been on the margin 
would begin to yield rent. Again, if the costs of labor and capital should 
rise without a rise in the price of the product, land that had been mar- 
ginal would no longer cover labor and capital costs and uoiild be aban- 
doned; and land units that had previously been above the margin would 
then become the marginal units. 
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Differences in rents when cultivation is intensive as well as extensive. 

So far we have studied differences in rent on the assumption that the 
same amount of labor and capital, namely, one unit, is applied on every 
acre of land. Actually, however, if it pays to use the poorer plots of land 
at all, it pays to use greater amounts of capital and labor on the superior 
plots; and it is this intensive cultivation of the better units of land that 
accounts in large part for their high marginal productivity and high rents. 

In our illustration of how the rents of individual units of land will be 
determined if only extensive cultivation is possible, we assumed that the 
forces of supply and demand in the market had determined the price of 
a unit of capital and labor at $10 and the price of a bushel of wheat at $1. 
We then found that one of these $10 units of capital and labor would 
produce $50 worth of wheat on plot A, which represented land of the 
highest grade. That being true, and even assuming that the law of 
diminishing returns begins to operate after the application of the first 
unit of labor and capital, it is pretty certain that a second unit of labor 
and capital applied on plot A would increase the value of the product by 
considerably more than the $10 that the unit would cost. For purposes of 
illustration we shall assume that a second unit would add $40 to the value 
of the product, a third unit $30, a fourth $20, and a fifth $10. 

Table 29 shows the additions that would be made to the value of the 
product by successive $10 investments of labor and capital, not only on 
land A, but also on each of the other plots of land. In addition, assuming 
that labor and capital would be added to each plot up to the point where 
the additional product just covered the additional cost. Table 29 shows 
for each plot the total value of the product, the total labor and capital 
cost, and the rent. The heavy broken line in the table shows how many 
units of capital and labor should be employed on each plot; and it also 
divides the potential products that would be produced from those which 
would not. 

It is clear from the table that on plot A five units of labor and capital 
will be employed. Whether the fifth unit is employed is really a matter 
of indifference, but we have assumed that any unit will be employed if 
the value of the added product just covers the additional cost.^ When 

® According to mathematical theory, if capital and labor could be divided into 
infinitesinuil imits, it would pay to use more capital and labor until the marginal 
cost was just equal to the marginal productivity. 
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five units of labor and capital are employed, tlie total value of the 

product \vill be $150, and the total labor and capital cost $50. The rent 

on A land will therefore be $100, since rent can be measured by the 

difference between the total value of the product and the labor and 
capital cost. 


Table 29.— i^en^ under Intensive and Extensive Cultivation 



In a similar fashion the rent on each of the other acre plots of land 
can be calculated. E land will be cultivated but will yield no rent, and 
therefore it is marginal. F land is submargimd, for it cannot be cultivated 
«t all except at a loss. 


It should be noted that the productivity of labor and capital tends to 
he the same at botli tlie Intensive and the extensive margins; that is. the 
one unit employed on the marginal plot of land E vieJds the same value 
of product ($10) as the last unit emplov-ed on each of the other plots of 

land. 
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Formula for finding the rent of a unit of land. In Table 29 the rent of 
each plot of land was found by subtracting labor and capital costs from 
the total value of the product, that is to say, from total income. This can 
be expressed as a ver)^ simple formula. Let R stand for rent, T for total 
income, and C foi tlie cost of labor and capital. The formula then becomes 
R = T C. Of course, to apply this formula labor and capital must have 
been employed in the most advantageous quantities, until the marginal 
cost of the labor and capital was just equal to the value of the marginal 
product. 



Bushels { 


30 20 10> 20 10! 


$1.00 



Bu. I Bu.j 

t I 


Total 60 T. 30 T. 10 

Fig. 3.— Relationship between average labor and capital costs, marginal labor and capital 

costs, bushels of wheat produced, and rent. 


Relation of average cost to marginal cost and rent. A chart showing 
the relationships between average labor and capital costs, marginal labor 
and capital costs, and rent may give the reader a clearer understanding 
of how rents are determined on individual pieces of land. Figure 3 shows 
these relationships for all the plots of land in Table 29 except F. 
Plot F is not included because it does not pay to produce anything on it. 
The base line of each column shows the increment of wheat attributed to 
each successive unit of labor and capital. The heights of the columns 
show the average labor and capital costs of each increment. The broken 
horizontal lines cutting the columns show the average labor and capital 
costs of wheat on each plot when production has been pushed to the 
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limit The shaded areas represent rent Rent could also, alteniati\ ely, be 
represented by the areas above the broken average cost lines. 

The chart shows how each producer will expand output until the labor 
and capital cost of the last unit of product just equals the price in tlie 
market. It is, of course, marginal and not average costs tliat are significant 
in determining how intensively a piece of land ill be culti\ ated. On the 
better pieces of land average cost will always be below inaiginal cost. 
Thus, on A land average lal)or and capital costs are onI\' 33 cents when 
production reaches its limit; on B land the\ are onK 40 cents, and so on, 

9 0 

However, marginal labor and capital costs are always e{jual to tlie selling 
price. 

Rents on residential and commercial land. Part of the pax inent made 
lor using a house or a store is rent for tlie land on which it is built Tlie 
general principles of supply and demaiul appl\ to rents on lesidential 
and coiiiiiu'rcial sites as well ^is to farm laiKl, Ht'sidinee sitt's. however, 
au* a consumers* good. Therefort' tlu' demand for tiieir sersues in not 
derived from the demaiul for a produet, latlier, tluii services aie de 
nuiiult'd beeause tlu*\’ directly satisf) consumers* wants. I^ifleieiuis in 
lent on residenee sites must, then, be explained in tcnns of diHeieuces 
in desirability and not in tv'riiis of tlifh-u'iu'es in poKhiettv itv 

f 'Oinmereial sites are more like farm land in th.it tin vlem.tnd for thtiu 
is deiixcd from their prothu ti\ it\ , that is their power to \ u Id meoim 
Just as a giHul acre of farm laiul will xit kl iiioie meome th.m a (xhh .uie 
heeaiise it will piodiu't' more wheat .so u giNxl dingstou' sit* will \ u kf 
more ituxune than a pinir vine luvaiis*' it will piiKliu'e mme salt's lu Imtli 
eases a single unit of Ial»oi and lapital will lx- more unKhietist o 4 i fin 
K<hhI land than on the "iXHii*' laiul. aiul in Yxtth cases it will |ias to iim 
more units v»| lapital and lalxti on the sii|ti‘rhu plt4 

r*nt an prk«r In fonnei tniws wiitcTs on etsHMunK-s o^eit 
maintaiiii'sl that r<*nt was iK*t a -sh'tenmomg’ ism.1 So nita.l*Tii 

evoiuMuist. hossi'xer wxhiM subsinlu' ht this without xrr\ 

l^ttrtaiit quahfti atttuis In iIh* brst | 4 ai^' vsints ih* not diti rmtm jvierw 
iKat ii, 111 the s 4 HiM' tliat it MMVw'thiMiC Mid lixed to 

wKuh |uu<K'« iiuiftt hnsanr witswttxi ( iiats thrmwKTW mrt fvuvs - rhi 
|vtora o| tlu- faititni ol imuKutUKi \s tl»>\ arr iiilliiriii ■ d iIm 

drvuaiid lor »ihI thr prH'm ul thr fc t wlwx i I ts i ■■ 
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increase the demand for raw cotton and for labor in the textile mills, and 
will raise their prices also. 

Nevertheless, it is true that, if an entrepreneur wishes to produce a 
given commodity, like clothespins, he must pay the market prices for 
labor and wood; and the clothespin industry has very little effect on these 
prices. Therefore, since the price of a commodity tends in the long run 
to equal average costs of production, it is essentially correct to say that 
the price of clothespins will be determined by cost. But if this is what 
we mean when we say that cost of production determines price, rent is 
price-determining as much as any other cost. To get a desirable factory 
site the clothespin manufacturer must pay at least as much rent as others 
competing for the land-say farmers or merchants-are willing to offer. 
This is the “opportunity cost” of the land. In the long run the price of 
clothespins must cover rent as well as other costs or clothespins cannot 
be produced. 

Those who maintain that rent is not a price-determining cost are really 
assuming that land produces only a single product. They argue that the 
demand for land is derived from the demand for, and the price of, the 
product If the price of the product is low and the demand for land very 
small, land will be a free good. As the price of tlie product rises, the 
demand for land will increase and rent will appear on the superior units. 
Therefore, they maintain, rent is a price-deterfnined, not a price^ 
determining, cost. 

The weakness of this argument is that practically all land has a number 
of alternative uses, and therefore rent appears on desirable units whether 
any particular product is produced or not. For example, there is little if 
any land suitable for raising wheat or cotton that is not also suitable for 
the production of various other farm products. Many products raised on 
farms require relatively good land and cannot be produced at all unless 
their prices are suflBciently high to cover rents that the land will yield 
if put to other uses. Few if any products can be produced in any quantity 
on land that is unsuitable for all other purposes, or that is marginal for 
all other purposes. 

Capital value of land. The capital value of land used in production 
is derived from the income that it yields, that is to say, from its rent. 
Under certain conditions it is possible to estimate the capital value of a 
unit of land rather accurately on the basis of the rental yield. To do this 
it is necessary (1) to have such stable economic conditions that the rent 
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can be expected to remain constant for a very long time; (2) to know the 
rate of interest on investments yielding an assured income and to know 
that this rate of interest will also remain constant. 

Let us assume that the current rate of interest on investments that will 
yield an assured and stable income is 3 per cent, and that a certain piece 
of land can be expected indefinitely to yield a net rental income of $1,200 
per year. With this information we can find the market value of the land 
by capitalizing the rental income of $1,200 at the interest rate of 3 per 
cent. In a competitive market the land will tend to sell at such a price 
that $1,200 will equal 3 per cent of the capital value. If $1,200 is 3 per cent 
of this value, the capital value itself will be $40,000. We get this result 
by dividing $1,200 by 0.03. This means that the value of land equals the 
rent divided by the rate of interest. If we let V be the value of the land, 

R the rent, and I tlie rate of interest, we can express the value of land by 
the simple formula V = R/L Applied to our illustration this becomes 

V = $1,200/0.03 = $40,000. 

In the real world, of course, there is no assurance that either land rents 
or interest rates will remain constant, and in estimating a fair market 
value for land many special circumstances have to be taken into account. 
Nevertheless, capitalization of the rental income is a useful guide for 
those who must estimate land values. 


Summary 

Rent IS the price paid for the services of land, and, like wages and interest. 
IS etermined in the market by the forces of supply and demand. If we assume 
at land is a unifomi commodity, the demand for it can be expressed as a 
sc edule of the quantities that will be employed at various rental prices. Since 
le demand for land is derived from its productivity at the miugin, a demand 
^ edule for land is identical with a marginal productivity schedule for land. 

represented by a schedule, but this schedule 
'7i ^*8hly inelastic and subject to little change because tlie total “stock” 
^ land is pretty definitely fixed by nature. 

Interest, wages, the general level of rents, and the prices of products are 
a determined simultaneously by the forces of supply and demand in the 
«i«rket. However, once interest rates, wage rates, and the prices of products 
‘ive been thus detenniiUKl, the differences in rents on units of land of different 
quaity can be exi)lained in terms of differences in marginal prv>ducti\-it>'. 
nee variations in the quality of land are great, it is important to understand 
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how the rent of particular units of land is determined. If labor and capital have 
been employed up to the point where their marginal cost is equal to their 
marginal productivity, the rent of any given unit of land can be found by 
subtracting labor and capital costs from the total value of the product. What 
remains is the marginal productivity of the land, that is to say, its rent. 

Among the facts about rent that the reader should keep in mind are the 

following: (1) Rents on land used for residential and commercial purposes can 

be explained on much the same principles as rents on farm land. (2) Contrary to 

the belief of some economists of a generation or hvo ago, rents have much the 

same effect on prices as do other costs of production. (3) If the rent on a piece 

of land is known and the interest rate is known, and both are stable, it is 

possible to estimate the capital value of the land by capitabzing the rent at 
tlie interest rate. 

Study Questions 

1. Define the term rent. 

2. What is meant when the term land is used? 

3. Wlio was David Ricardo and how did he define the term rent? Criticize 
his definition. 

4. In what sense and to what extent is the stock of land or natural resources 
fixed? Explain carefully. 

5. What is the distinction between rent as used by the economist and the 
term when used in the business sense? Which definition is being used in 
this chapter? 

6. Distinguish between implicit rent and explicit rent. Is the economist in 
discussing principles concerned with either or both of these concepts? 

7. Distinguish between contractual rent and economic rent. 

8. What problems arise when attempts are made to explain rent? Why do 
these problems arise? 

9. In what sense is rent a surplus? Explain carefully. 

10. What is meant by saying that the demand for the factors of production 
is a joint demand? How does this affect the explanation of rent? 

11. What two distinct problems relative to the determination of rent are 
considered in this chapter? Why is it necessary to consider these problems? 

12. What is meant by the general level of rents? 
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How is the demand for land determined when a general le\'el of rents is 
to be found? 


Does the supply of land differ in any respect from the supply of capital 
or labor? Explain. 

Why is it true that demand is tlie active force in determining rent? 

How would you determine the rent of unlike units of land? W'hat 
assumptions are made in tliis explanation? 

Distinguish between the intensive and extensixe margins of culti\ation. 

What is meant by the statement that tlie producti\ity of labor and of 

capital tend to be equal both at the intensive and at the extensi\e 
margins? 


Will no-rent land ever he »ised? Explain. W’ould you cultivate no-rent 
land extensively or intensively, or both? Explain. 

What is marginal land? suhmarginal land? 


State the formula for finding the rent of any one unit of land, .^pply the 

formula to land B in Table 29. Is your answer similar to that shown in 
the table? 


Why are marginal and not average costs signifieant in determining how 
intensively a piece of land will be cultivated? 

Is the principle of rent detennination any diifeient for residentiJ ot 
commercial land from that for agricultural land? Explain. 

Is rent price determining? Explain carefully. 

How dt)es the principle of op|x»rtunit>' cx*sts appl> to the probUnn o{ reiU? 

Suppose a pir^ce of land yields a net average return of $209 per year 
Assume an interest rate of 5 |H*r c'ent. H<»w much should he paid fo* 
this land? Why? SiipiKwe the rate of interest falls to 3 j»er wot. W ill the 
lami more vir less valuable? Why? 


KxkuriKis 

I* Assume that an entre|vrnrur had hi* choice of five piem of Und upon 
which h) pnxiute a cereal citip. Land A e-oukl >'ield 50 husheh. Und B. 4 .A, 
UihI C. 40; Und D. 35; and Umi E, 30. The ciet of aB ochcv Inettvx (cvcefg 
I*>hI) in prodiM*ing the ceo|r is e«|\u\aW«4 to 35 Hishrli 
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a. Which of the plots would it be worth while to cultivate? 

b. Which is the marginal unit of land? 

c. How much rent could the owner of each plot claim from the entre- 
preneur? 

d. Assuming that the real rent was claimed in each case, which plot of 
land would the entrepreneur wish to use if he could cultivate only one? 

2. Five pieces of land are available for the production of a certain com- 
modity. The land is cultivated with the following results. Notice both extensive 
and intensive cultivation. 


Units of labor and 
capital applied 

Product per unit applied 

A 

B 

C 

D 

E 

First 

50 

45 

40 

35 

30 

Second 

45 

40 

35 

30 

25 

Third 

40 

35 

30 

25 

20 

Fourth 

35 

30 

25 

20 

15 

Fifth 

30 

25 

20 

15 

10 

Sixth 

25 

20 

15 

10 

5 

Seventh 

20 

15 

10 

5 

0 


a. Labor and capital costs $30 per unit of application, while the product 
sells for $1 per imit. How many units of labor and capital will be applied to 
each piece of land? 

b. Suppose the price of the product rises to $2 per imit while the cost of 
each application of labor and capital remains at $30. How many units of labor 
and capital will be applied to each piece of land so far as you can determine 
it from the table? 

« 

c. If only six units of labor and capital are available but all of the land can 
be used, how would you allocate the units of labor and capital to the different 
pieces of land? State precisely the principle that you follow in making the 
allocation. Does this illustrate what is meant by the statement that at the 
intensive as well as at the extensive margin of cultivation production is equal? 

d. Under cost and price conditions in (o), how much rent would you pay 
for each of the pieces of land? Show by a table how you obtained your results. 
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3. Given the following data: 

Number of units of labor and capital employed 7 

Total yield of product 80 

Yield at the intensive margin 8 

Value of product per unit 

% 

Compute: 

fl- Marginal product of labor and capital. 

b. Value of a unit of labor and capital. 

c. Rent of this piece of land. 

d. Suppose that the interest rate is 5 per cent, how much would you pay 
for this piece of land? 

4. Mr. Jones has a farm that normally yields 25 bushels of wheat per acre. 
The product normally sells for $1 per bushel. Suppose Jones can cultivate 
100 acres of land. With the same labor and capital he could sell his services 
in other pursuits for $1,800 per year. 

a. What is the marginal cost of wheat in the country per bushel? 

b. How much is this 100-acre farm worth if the interest rate is 5 per cent? 

c. Suppose that there is a temporary comer on wheat so that the price for 

a week is $2 per bushel. How would this increase in price affect the value of 
this farm? 

d. Suppose that Jones discovers that, because of an increase in demand for 

labor and capital in other pursuits, he could earn elsewhere $3,000 per year. 

Suppose that the price of wheat remains at $1 per bushel. Should he continue 
to farm? , 

e. If the conditions in (d) are permanent, what would this farm be worth as 

a productive unit? 
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22. Wages 


Labor, a second factor of production, often is regarded as the most 
significant factor of all. 1‘liis point of \iew is not hard to understand 
because most of us are laborers in the sense that v\e earn tun Inelilnhul 
l)y selling our services. W'e noted in tdiap. 20 that lalxn as a gionp 
received by far the largest iJortion of the national income. \\ ages art flu 
form of remuneration paiti to the factor labor, (ust as lent is paid to lantl 
interest to capital, and piofits tti entrepreneurship Oui ofijectjNe in tfiis 
chapter will be to in\<’stigate the principles of wage tit teiinination 

Since lafior is fiiiiuaii sciN ices, it has t haiat tenstu s that difftn fniin 
the services of land anti capital. In ifie first place human tw ings are fre* 
whereas lantl and capital are ovsiietl. In tfie .settmd place human l>emgs 
cun tliink anti act, vsheri'as lantl and I'apital cannot Ht'cause N%<Mkers air 
free human lieings, the\ base a \oice in dettiinmmg how tfio will (n 
used. Ohs iously, no siit h t hoitv can Iw exeicisetl b> laiui aixl t apital 
In other rt'sjHtts. fiowcxcr, seiMce.\ of human fa mgs are siiiiilai to 
thtise of lantl and capital Ncrxitx's of all faitors aie |a'rufkaf»le tfawa 
ieiAices lait usr*tl m the present can i»e\ei la uw’xl l*fus apfUa s t»» funiran 
X'rvicx's us Well as to tfuwe of itiaiaiiiate It ftrlkiws ffiat iam*fvi 

ploMiu'iit U Vr'iv wastt'ful. whetfa-t it u im'iH tif wiukers tir i.4 

fund and tapilal gtaals Se^Aices of ans facttu U»t during perwai* *4 
Ktk’iifss can iw’Sei ta* irgaintxl bs iKa-»t4\ 

•! da Mn wi W iaw V* w« all lra»w 

huitvan beings air mil at alt attWr. Vwim^ww* imiistduaU be4uiv« yuit« 
Miisibfs ^ iHi othr< os's'aMtma tkirx a|i|«eai lu bf irrataMMsl TW« 
an* <4 gn^at In tW diaaa*aMi tlMit tbrs aaaki 

etf wbat |ikb a maK takra im\ not br drawird raa ti wK tm tS* 
of thr wagr ibir iMiftrsttiual mas trKi af a fiaitandaa a# 
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rWwkrrr ObsMuK ibr tftHrraaliataai 
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Ml - 
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discussion. Therefore, it seems well to begin our chapter on wages with 
an oversimplified statement of the principles that we shall develop. 

Let us assume for a moment that there is just one market for labor. 
In this market there are many employers all wanting the same kind of 
workers, and there are many laborers who are exactly alike in ability, 
training, diligence, and availability. In such a market, wage rates would 
be determined by supply and demand. The rate that prevailed would be 
that rate where the number of workers wanted by employers would be 
exactly equal to the number of laborers seeking situations. In this ideal 
market there would be no unemployment. 

We could easily determine a demand schedule for workers in this 
market. We merely would have to add up the number of workers each 
employer would want at every possible wage rate. In Chap. 20 we saw 
that the number of workers wanted by each businessman at each possible 
wage would depend on the addition to the value of total product of the 
last worker added. We shall examine this principle further later in the 
chapter. 

In regard to supply of labor in our market, we shall assume that more 
labor will be oflFered at high wage rates than at low. Perhaps individuals 
will be willing to serve more hours at high rates. Perhaps persons who 
spurned low pay will gladly work at high rates. In any case, the over-all 
amount of labor available at any wage rate is the total of the amount that 
each individual will oflFer at that wage. 

In Chap. 20 we also saw that under perfect competition the wage 
established by supply and demand would be exactly equal to the marginal 
productivity of labor. This will be very obvious to the student who recalls 
the meaning of the demand curve for labor. At each point on this curve, 
the employer is willing to hire a certain number of workers at a certain 
wage rate. That wage rate is equal to what the marginal worker, or 
last worker hired, adds to value of total product. However, supply as 
well as demand determines the particular rate prevailing in the market. 
At that rate, the wage exactly measures the contribution of the marginal 
worker to the value of total product. 

The student must also keep in mind that the demand curve for labor 
is not itself an independent element. The demand for labor depends 
partly on the available quantities of the other factors and partly on the 
demand for, and the prices of, the finished products that result from the 
use of labor in combination with the other factors. Thus wage rates 
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cannot be determined independently of the compensation paid to othr t 
factors or the price of the finisited product. The ecpnlihnum uauf rate is 
therefore, the result of a large number ot interdejx ndt iit and .sinmlfatit 
ou.sly operating forces which affect eitlier su[)plv or ciemand 

We can illustrate our Ijasic princi|)le of wage ctetermniation hv th« 
following diagram (Fig. 1), which shc»ws tliat the wage rate will So Vi 
a day and that 7,(X)0 workers will be einploved At that wage late, T txni 
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The first reason for the immobility of labor is the difiBculty of acquiring 
the knowledge and skill needed for certain occupations. To become a 
civil engineer, for example, a person must attend high school, college, and 
engineering school. He must have sufficient ability, of course, to master 
the required subjects. Finally, he must serve a period of apprenticeship 
in minor positions before he can assume major responsibilities. Other 
professions require equally long periods of preparation. 

Second, labor is immobile because individuals become accustomed to 
their jobs and communities. As time passes, they become reluctant to 
change work or residence. Generally both of these influences operate. 
DiflFerences in wage rates offered for the same type of work often are 
found in different communities because labor does not move freely from 
place to place. 

Third, labor often is reluctant to enter certain menial or unpleasant 
occupations. Many persons prefer white-collar jobs or the professions 
even when larger remuneration could be earned in some of the trades. 
Bricklayers, for example, earn more than school teachers or bank clerks. 
Even a hodcarrier usually has more in his weekly pay check than many 
office workers. This reluctance to enter certain occupations restricts the 
supply of labor and thereby becomes a factor in determination of wage 
rates. 

Of the three reasons cited for immobility of labor, the last two con- 
cerned mental attitudes of the workers themselves. Reluctance to leave 
accustomed surroundings and reluctance to enter certain occupations 
both restrict the flow of labor from one vocation to another in response 
to economic incentives. The first cause of immobility— the difficulty of 
acquiring knowledge and skill— often is beyond the control of the 
individual worker. 

Noncompeting groups. A review of the reasons why labor is immobile 
indicates that lack of talent or training is one of the leading causes of 
immobility. Since workers have only services to offer, they must be 
qualified to perform the tasks assigned to them if they are to remain 
employed. The services performed by different kinds of workers often 
are so different that it is not easy for persons in one group to do the work 
required by those in another. The groups, then, are noncompeting. Engi- 
neers and doctors provide an example. Persons in both professions must 
possess natural ability and long preparation; yet no one can say that a 
capable engineer should be allowed to practice as a doctor. These pro- 
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fessions require training so different that persons in one cannot easily 
transfer to the other. 

We can say, then, that we generally reserve the term "noncompeting 
groups” for those classes of workers which are so dissimilar that there is 
little relationship between the t>^pe of work that they do and the prepa- 
ration required. Individuals in one such group cannot readily step into 
another. 

It is usual to classify noncompeting workers into four large groups; 

(1) Those who earn a living by exertion of physical strength but who 

need little or no training to render services. Such persons are called 

unskilled workers. (2) The semiskilled workers who require some training 

but who can learn their jobs quickly, (3) Those whom we call skilled 

workers. Long training is needed to learn their vocations and a period 

of apprenticeship often is required. Members of the typographical or 

photoengravers’ union are examples. (4) Professional and managerial 
workers. 

This classification, it should be noted, is based on the degree of skill 
and training required. A worker in the unskilled group is subject to com- 
petition from all other unskilled workers, and even workers in the higher 
groups could compete with him if it were worth their while. The three 
higher groups, however, are not homogeneous. Each is divided into many 
subgroups of workers who have special kinds of training and special 
skills. Within each of these subgroups workers compete freely, but 
between the groups competition is limited. The greater the skill and the 
longer the training required for a trade or profession, the greater the 
protection of the workers from outside competition. A carpenter, for 
example, cannot put down his tools one evening and next morning report 

for Work as a linotype operator; nor can a chemist decide suddenly to 
Work as an archeologist. 

There is also another consideration which tends to solidify workers into 
ooncompeting labor groups. It is the growth of powerful unions which 
prescribe such strict membership requirements that entry into an occu- 
pation is difficult. Such unions long have flourished among skilled 
Workers. In recent years, strong unions have also developed among the 
semiskilled and, to a lesser extent, among tlie unskilled. Requirements 
of state regulatory agencies and professional organizations have a similar 
® ect in making it difficult to enter a number of professions. 
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In general, the greater the amount of skill and ability required to 
enter a group, tlie higher the wages or other remuneration received, but 
this is by no means always the case. As we shall see, the law of supply 
and demand will determine the wage rates of each group; but in some 
cases a strong union may be able to exert monopoly power and so to 
limit the supply of workers within a group that wage rates can be kept 
much higher than in other occupations requiring a similar amount of 
skill or training. 

A praiseworthy characteristic of our society is our system of free 
education. This permits many able persons of limited funds to enter the 
skilled occupations or professions. As a result, in the course of a genera- 
tion many workers, or their children, are able to shift from a lower 
noncompeting group to a higher one. The son of a ditchdigger may 
become a mechanic, or even an engineer or a doctor. When such shifts 
take place, average wage rates of the groups become more nearly 
equalized than would be the case were such opportunities unavailable. 
Yet even within a democratic society wage differences persist between 
noncompeting groups. The number of workers in the better paid groups 
is limited by the fact that entry into these groups requires money, time, 
determination, and native ability. 

In the following paragraphs we shall outline the* principles of wage 
determination for noncompeting groups of workers. At first, we shall 
focus attention on one group at a time, and we shall speak of the demand 
and supply of labor within each group. In order to simplify our discus- 
sion, we shall assume that each individual within a group is equal in skill 
and training to every other worker in the group. After formulating 
principles that apply to a single group, we shall discuss the more com- 
plicated problems that arise in connection with differences in wage rates 
between the noncompeting groups. 

Psychic income. Before starting our discussion of wage determination, 
we must point out that some occupations have an appeal aside from the 
wages received. Perhaps the work itself furnishes much satisfaction. In 
some fields, hours are convenient, work steady, risks negligible, and 
working conditions the envy of other groups. When such conditions pre- 
vail, there will be a rush into those occupations and the remuneration 
may become less than the time and expense spent in training would seem 
to warrant. The fact that individuals desire to work in such pleasant . 
occupations has led to the concept of psychic income. 
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We can define psychic income as the pleasure or satisfaction derived 
from an occupation. In occupations that ijrovide a high degree of satisfac- 
tion, individuals are willing to work for low wages because they obtain 
nonpecuniary compensation. Where psychic income is a significant factor, 
the money wage is often less than might be expected if money were the 
only incentive. Psychic income is especially high in some of the profes- 
sions. A botanist or a chemist, for example, will work far longer hours 
than he is paid for because he finds satisfaction in his research. 

Determination of wages under competition. Now we are prepared to 
study the problem of wage determination in much more detail than in 
our oversimplified presentation at the start of this chapter. In order to see 
the basic principle of wage determination, let us assume that competition 
is perfect in a market for the labor of a particular noncompeting group. 
This means that there are a large number of employers seeking workers. 
Further, there are a large number of workers seeking employment. We 
already have mentioned that eveiy worker within a noncompeting group 
is assumed to be identical in training and skill. 

As we indicated in our earlier summary, the rate of wages under such 
circumstances will be determined by supply and demand. The equilibrium 
wage will be that wage which clears the market. At that wage, the number 
of workers wanted and the number offering their services will be equal. 
Every worker will find employment and every employer will secure the 
services of all the workers he desires. 

If the wage is different even momentarily from the wage that equates 
demand and supply, competition between, employers for a limited number 
of workers or between laborers for limited employment opportunities 
will force wages back to the equilibrium rate. Thus the problem of 
determining wages through the interaction of demand and supply is no 
different from, nor more difficult than, the problem of determining the 
price of a commodity like wheat. 

The demand for a certain kind of labor, of course, is tlie number of 
workers that employers are willing to hire at various wage rates. The 
supply is tho number of workers who will offer tlieir ser\ioes at \Tuious 
pay scales. Our next step, then, is to answer tw’o questions: What deter- 
nunes the demand schedule of an employer for labor? How and why does 
the supply of labor change as wage rates advance or decline? 

Natura of Iho demand for a given kind of labor. We now inquire into 
what detennines the amount of a given kind of labor that will be de- 



348 


FUNDAMENTALS OF ECONOMICS 

manded. Businessmen will continue to hire workers as long as it is worth 
while to do so. It will be worth while to add them until the increase in 
the value of the total product resulting from the employment of an 
additional worker is just equal to his wages. As we learned in Chap. 20, 
the increase in the value of the total product that results from adding one 
more worker is called the marginal productivity of labor. Therefore we 
can say that an employer will tend to increase his use of labor up to the 
point where the marginal productivity of labor just equals the wage rate. 

It is essential that we understand this fundamental proposition govern- 
ing the demand for labor. It must be reiterated that, in the discussion that 
follows, we are referring to a noncompeting group. Further, we are 
assuming that all individuals within the group have equal skill and 
willingness and that competition within the group is perfect. 

We may ask ourselves the question, Why does the employer desire to 
hire workers? The answer is that he needs their services in the production 
of a product that he expects to sell. From the proceeds he hopes not only 
to compensate himself for tlie wages paid to labor and for the payments 
made to all other factors; he hopes also to have something left over in 
the form of profits. There is a demand for labor because consumers 
demand the products of labor. 

In determining how much labor to employ, the entrepreneur, whether 
he knows it or not, is applying the law of diminishing returns. If the 
quantities and prices of his other factors remain constant while he in- 
creases his use of labor, he must attribute to labor any increase in value 
of the total product. In short, the demand curve of the individual firm 
for a particular kind of labor is the curve that shows the value of the 
marginal product of this labor as more and more units are employed. 

The number of workers wanted in a market at each wage rate is the 
sum of the number wanted by each firm at that wage. 

Figure 2 shows the relationship between the value of the marginal 
product, the value of the average product, and the value of the total 
product of a particular type of labor employed by an individual firm. 

Supply of a particular kind of labor. As we have seen, the supply of 
a given kind of labor will be the number of workers offering their services 
at various wage rates. It will clarify our thinkin g if we regard the supply 
of labor as the number of workers of equal skill who will work a standard 
8-hour day at various rates of wages. The supply curve for labor, then, 
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would be a curve showing the number of workers who would be available 
at each rate of wages. 

What is the nature of the supply curve for labor within a noncompeting 
group? If the number of individuals within any one group at any moment 
of time is fixed, one might suppose that the supply curve would be 
completely inelastic and should be represented by a vertical line drawn 



Fig. 2.— Value of marginal product, value of average product, and val'ie of total product 

of a certain kind of lobor employed by a firm. 

through the point on the quantity scale that represents the number of 
laborers in the group. This would mean that the supply of labor was fixed 
on a quantity basis and the price of labor would be determined by the 
nature of demand. 

It is unlikely, however, that the supply cur\’e would be wholly in> 
elastic, because certainly the number of man-hours of labor can Ix' 
increased through the offer of o>'ertime pay at premium rates. Moreover, 
higher wage rates would quickly induce the return of workers who had 
left the labor market. Contrariwise, some laborers would withdraw their 
services if wage rates declined. Over a longer |H»riod of time, new 
workers could be attracted by higher pay scales. On the other hand, low 
pay scales would induce present W'orkers to prepiire for otlier lines where 
J^munoration was more satisfactory. 

Thus it seems likely that the .supply curve for a given kind of labor is 
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actually a rising curve. Its shape and slope would vary from one labor 
group to another. Until new workers could be drawn in from other occu- 
pations and trained, the curve might become completely inelastic at very 
high wage rates. This would indicate that a limit had been reached 
beyond which the man-hours of labor could not be increased by higher 
wages. After enough time had passed to prepare new workers, no such 
limitations would prevail. Contrariwise, at low wage rates the curve might 
become quite elastic, indicating a minimum below which workers might 
not find it worth while to offer their services at all. 

During the Second World War we saw many examples of increases in 
the supply of labor through premium wage rates. The increase was made 
possible through longer hours and the entry into the labor force of 
women, youths, and older persons who previously had not been em- 
ployed. Otlier reasons than high wages often were involved, of course. 
The labor force for war industries was recruited in large measure by 
workers from nonessential activities. Finally, however, virtual full em- 
ployment was attained. Offers of higher wages beyond this point did not 
appear to increase the supply of workers to any important degree. 
Individual firms, of course, outbid each other but the over-all supply did 
not rise. In other words, the supply curve for many kinds of labor be- 
came almost inelastic. This also was virtually true during the boom that 
followed the war. 

These were unusual situations, however. Under perfect competition in 
peacetime, we may assume that the supply curve for labor of any given 
kind would be a rising curve throughout all significant volumes of 
employment. 

Law of substitution. Employers will not pay high wages when they 
can achieve the desired output by substituting some other factor for 
labor. If labor is scarce and expensive, entrepreneurs seek to save on 
labor by substituting some other factor for it. In other words, producers 
tend to save on the scarce factor and use larger amounts of factors that 
are abundant. This principle, often called the law of substitution, is an 
important one in real life and tends to make the demand for labor 
relatively elastic over any considerable period of time. 

Limitations on competition in real labor markets. We know that in 
real life competition is not perfect. Factors that reduce competition are 
geographical immobility, lack of knowledge of employment opportunities 
or prevailing wage rates, and very real differences in the quality of the 
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labor furnished by diflFerent individuals. Perhaps even more important 
is the small number of employers relative to the number of workers in 
many industries. Thus an employer may be able to hire workers, at least 
temporarily, for less than the v'alue added to total product by the mar- 
ginal worker. The fact remains, however, that the most that even a 
monopolist can aflFord to pay his workers is the value of the marginal 
product of labor. In recent years strong unions have counteracted the 
monopohstic power of employers in many industries. Of course, where 
either a labor union or an employer is in the position of a monopolist, 
wage rates cannot be explained as an equilibrium price determined by 
competition between buyers and sellers. They must then be explained like 
other monopoly prices. 

From a practical standpoint, the difficulty of measuring the contribu- 
tion of each additional unit of labor is a limitation on marginal produc- 
tivity as an explanation of the demand for any kind of labor. Owing to 
the size and complexity of most industrial enterprises, it would be 
impossible to learn precisely the marginal productivity of labor in any 
particular application. How would General Motors measure, for example, 
the increase in the total production of the corporation resulting from the 
hiring of one more worker in an accessory plant in Anderson, Ind.? 

High wages in the United States. The principle of marginal produc- 
tivity may be used to explain why wages have been higher in the United 
States than in other countries. In this nation, labor has been scarce 
relative to land and capital; consequently, its marginal producti\ ity has 
been high in most applications. This condition in turn has made high 
wages possible. 

The question of the productivity of labor is not completely understood 
by many persons, and often the remarkable rise in the output of Ameri- 
can industry is attributed entirely to labor. The output per man-hour in 
recent times in the American manufacturing industries supposedly has 
doubled every 20 years. It is true that American workers are highly 
intelligent, diligent for the most part, and capable of learning quickly. 
However, the rising output per man-hour must be due in great part to 
the increase in the amount and (juality of capital instruments available, 
®nd in large part to the intelligence and initiative of American business- 
oien. Thus a portion, and perhaps a very large portion, of the increase 
per man-hour in output in the United States must be attributed to the 
factor capital and to the factor entrepreneurship. Tliis does not mean that 
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American labor is not of high quality, nor does it abrogate the right of 
labor to share in the increasing productivity of our economy. 

If employers will not hire workers beyond the point where the mar- 
ginal product of labor is at least equal to the wage rate, the relationship 
between wage rates and the number of persons employed must be given 
serious attention by union officials or legislators who would set minimum 
wages. Let us assume that the wage rate that equates supply and demand 
in a given occupation is $4 a day and that 500 workers are employed. 



Workers Employed 

Fig. 3.— Effect of wage rates on employment. 


This situation is illustrated in Fig. 3. Since we are concentrating on the 
marginal productivity of labor, that is, the demand curve, we shall 
omit the supply curve from the diagram in order to simplify the 
exposition. 

Now let us assume that the workers all join a union which enforces its 
demands for a wage rate of $6 a day. With no increase in productivity of 
the workers, the only possible response of the entrepreneur is to decrease 
the number of workers to 250 because the marginal productivity 
of the 250th worker is $6. As we shall see, wage rates in real life do not 
always correspond to the marginal productivity of labor in the short run, 
but the principle is an important one and needs to be understood by 
labor leaders, government officials, employers, and everyone else with a 
stake in a stable social order. Wage rates cannot for long be forced above 

productivity by fiat or by any other means without an adverse effect on 

• * * • 

• employment. 

9 
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Subsistence theory of wages. Our presentation of wage rates as 
determined by supply and demand is relatively modern, and other 
explanations were oflFered at earlier periods. An early theory of wage 
determination is the subsistence theory. It was developed in the early 
nineteenth centurj' when England was becoming industrialized. It grew 
out of the principle of diminishing returns and the observed rate of 
growth of population. The law indicated that, as more labor was applied 
to land, each extra worker added less and less to the total output. The 
law of diminishing returns, plus the fact that population was growing 
. very rapidly, led economists to conclude that population would increase 
faster than the food supply. This was the famous Malthusian theory of 
population. 

Malthus’s theory made the outlook for labor dismal. In fact, if his 
theory were entirely sound, labor would be condemned to virtual eco- 
nomic slavery. On the basis of the Malthusian theory of population, 
Ricardo formulated a theory of wages as follows: In the long run, wages 
will be set at a level that will just give the workers a bare subsistence 
and enable them to perpetuate their race without increase or diminution. 
This level of wages was held to be the natural price of labor. Ricardo s 
principle of wage determination soon came to be known as the iron law 
of wages. Its implications aroused despair and perhaps contributed to 
class hatred. Leaders of the working class saw that if this “law” was 
sound, labor had no chance of improving its lot; hence, it was condemned 
to a kind of slavery. 

The assumptions upon which the subsistence theory of wages rested 
must be carefully considered. The observation by Maltlius that popula- 
tion increased at a faster rate tlian the food supply overlooked several 
important considerations. Of course if the population of the whole world 
continued indefinitely to increase faster than the food supply, eventually 
the masses in all countries would be brought to the brink of starv^ation. 
However, for a particular country, imports might for some time offset a 
growing food deficit. Once a nation enlarges its trade, population may 
grow rapidly for a long time without endangering its standard of living. 

Another consideration that the Malthusian tlieory overlooked was that 
technological progress might for a long time increase the productivity of 
labor faster than the increase in the labor supply. However, tlie basic 


error in Malthus’s theory resulted from his belief tliat there-rwai^ 
hope of checking the growth of population until wages.iKtd been reduced' ^ 
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so low that famine and disease would stop any further rise. In modem 
times there has been a rapid decline in the rate of growth of population 
in industrial countries, and this in spite of standards of living which are 
higher than ever before. 

Apparently the demand of modem workers 'for higher standards of 
living has in itself been a factor causing them to have smaller and smaller 
famihes. Often the desire for a higher standard of living has resulted in 
marriages being postponed until a later age. In any case, even though 
population has increased greatly in the past century, industrial expansion 
has been so extensive that most nations now are able to support larger 
populations at a higher standard of living than was considered possible 
when Malthus and Ricardo were formulating their theory. 

We recognize that the subsistence theory called attention to two very 
significant truths: (1) that, when labor is abundant, wages will be lower 
than when this condition does not prevail; and (2) that no one can, for 
long, work for wages that are below subsistence. However, since in the 
modern world population shows less and less tendency to press upon the 
means of subsistence, the subsistence theory has little to offer in explain- 
ing how wages actually are determined. Furthermore, the implication 
that there is an iron law, or natural price, of labor fostered the exploita- 
tion theory, which in turn caused much misunderstanding between labor 
and management. Clearly the subsistence theory is not an adequate 
explanation of the determination of wages. 

Wages-fund theory. Another theory advanced to explain wages has 
been designated as the wages-fund theory. It is maintained that employers 
at any one time have a certain amount of circulating capital that they 
are able to spend for wages. This fund remains after the share of the other 
factors is determined. Since the fund available is fixed, the amount that 
will go to labor is also fixed, unless, of course, labor is able to secure a 
greater share of the total. If the total fund is fixed, labor can secure a 
greater share only by taking from the other factors. However, this will 
drive the other shares from production and in this way reduce the 
demand for labor. Since the total wages-fund is beyond the control of 
the workers, the determination of the average individual wage is ako 
beyond their control. Wages of the average worker will be determined 
by dividing the total fixed fund among the workers; the total fund divided 
by the number of workers will determine the annual wage rate. Thus, if 
the total fund assigned to labor is 30 biUion dollars and there are 


WAGES 


355 


30 million workers, then the average wage per worker will be $1,000 per 
year. 

The relationships expressed in the wages-fund theory are based upon 
certain assumptions that appear at first to be very significant. Employers 
in planning production set up budgets and determine the amount that 
they can afford to spend for labor. Thus it might appear that a wages 
fund has been established. However, we see on closer examination that 
the problem is not quite so simple. Actually, the wage rate determines 
the size of the fund, or the amount of the budget allocated to labor; the 
lund does not, as advocates of the wages-fund theory claimed, determine 
the rate of wages. The truth is that wage rates are established in the 
market. With this rate in mind, the employer sets up his production 
schedule and prepares his budget in which expenditures for labor are 

enumerated. 


Bargaining theory of wages. A final theory is called the bargaining 
theory of wages. It is an attempt to give a practical explanation of what 
takes place in the market. Labor is coiisideied a c-ommodit)' just like an\ 
of the other factors of production. Employers are the bu\ers of labor, 
and workers are the sellers. Buyers and sellers enter the market and 
bargain to determine how much is to be gi\en for labor. I'he bu\er of 
labor has a maximum limit al)o\e which he will not go; subsistentv is 
fhe minimum limit below which workers cannot afford to work. The 
actual rate wall be soinew'here between tlu'se two limits ai»d will depi nd 
upon the relative bargaining power of biners and sellers, (ieneralK tl»e 
buyer or the employer stands in a strategic pi>sitimi. for he coiitrols otlu i 
factors of production, but the worker has only his scrs itvs tit otter If 
labor organizes and presents a solid front, it bas an advantage and 
perhaps can force employi'is to pay maximum wages. I'lms, whiefievei 
factor, buyer or seller, is more ettixtively organi/etl, that factor has thi 
'''hip hand in the bargaining pixKvss. If buyers and «*IU'rs are aKtut iff 
equal strength, then wages will Ih‘ alxtut mulwa\ betvnH’u the nvaximun) 
and miuinuim levels. 


*1 he hargainfiig thrttr\- has several hnutatUMis. In the first pUi.'e, th<’ 
thcHvr>' is concerned with the wages t^id in imlivuluai cases, tnan an 
^Utoniic staiul)Hunt. the juxrhlem is rather to tormuUte piita'tpirs that 
*uay Isr used to detrnniire the general level ot wages, or the wages oi aa 
entire class of workers. The Ivargaining thtMTv . htmev-et, ixants osit otaK 
Ihe process by which actiial (.xwttractnal wages are rgtaK hsK exl ittid dkws 
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not explain the conditions that affect the general demand for labor or the 
conditions that affect the supply. The theory fails to explain not only 
why wages can be paid but also why wages differ between plants and 
industiies, except to imply that those who receive higher wages must be 
better organized than those who receive lower wages. In some industries 
in which labor is not organized, wage rates are higher than in industries 
in which workers are highly organized and in which they should therefore 
have greater bargaining power. 

Finally, the bargaining theoiy does not explain why in certain indus- 
tries the maximum that producers can afford to pay has often been below 
the minimum that workers should receive to maintain reasonable stand- 
ards of living. In some industiues, competition of producers in selhng 
their goods has been so keen that, in order to continue to operate, 
employers have not been able to pay wages that give a decent standard 
of living. In some such industries labor is well organized; yet in spite of 
strong labor unions wages were relatively low in these fields during the 
period between the two world wars. Although the bargaining theory 
describes the process by which actual wage contracts are made, it does 
not explain the general level of wage rates nor why organization and 
increased bargaining power often fail to produce high wage rates. The 
theory also implies that labor is always so abundant that it will receive 
low rates unless it forces employers to pay higher rates. However, advo- 
cates of the bargaining theory have neglected to explain how unemploy- 
ment can be avoided if wage rates are forced above the level that would 
be determined by supply and demand in a free market. The bargaining 
theory, either consciously or unconsciously, assumes imperfect competi- 
tion or monopoly. Bargaining in the sense used here is not possible in a 
perfect market. 

Exploitation theory of wages. The bargaining theory assumes that 
producers with strong bargaining power can and will force wages down 
to a low level. This means that they are in a position to exploit labor and 
will take advantage of the opportunity. 

The exploitation theory of wages, which is partly implied in the 
bargaining theory, has led to the demand that labor be aided by the 
government to form strong organizations, and that these be given special 
rights. Much recent legislation carries the implication that employers are 
in a position to exploit labor and that they will take advantage of their 
position and outbargain their employees. It should be observed, however, 
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that this problem has two aspects. Sometimes, to be sure, it is the em- 
ployer who is more or less in the position of a monopolist and has the 
greater bargaining power. In other cases the workers are so strongly 
organized that tliey have what is sometimes called a labor monopoly and 
may exercise greater power than the employer. As we have mentioned, 
in a truly competitive market neither the employer nor the worker could 
fix the wage rate. It would be determined in the market at the point 
where wages were equal to tlie marginal productivity of labor. 

Summary of wage theories. A study of the foregoing theories indicates 
that no single one contains a complete explanation of all phases of the 
wage problem. Thus, the theory that wages are determined by supply 
and demand at a point where wages equal the marginal productivity of 
labor explains the general trend of economic wages. However, it does 
not show why contractual wages vary from economic wages. As we have 
explained, this is principally a result of the fact that competition in the 
abor market is very far from perfect. This results from several causes: 
(1) Labor is relatively immobile. (2) It is far from homogeneous either in 
land or ability. (3) Individual employers or particular labor unions often 
ave a certain amount of special bargaining power resulting from a situa- 
tion approaching monopoly. However, the supply and demand theory 
and marginal productivity may be used to explain differences in the wage 
evel, whether as between noncompeting groups, sexes, or races. It also 
presents a realistic approach to the problem of determining an economic 
"^age that would result in full employment. 

The bargaining theory is realistic in that it attempts to explain how 
contractual wages are determined. Insofar as it is valid, it establishes a 
case for labor unions. However, the theory explains wage differentials 
only in terms of differences in bargaining ability. It does not explain how 

c maximum wage that employers can afford to pay is determined nor 
''' at sets the minimum wage. Still less does it e.xplain the demand and 
supply factors that determine the general levels of wage rates. 

Both the wages-fund and the subsistence theory contain certain truths 
I at influence wage rates. However, just as in the bargaining theory. 

. 1 ^*"® implication that employers are able to take advantage of labor. 

ough the bargaining theory offers the hope that labor can prevent 
exp citation by organizing, tlie wages-fund and subsistence theories offer 

and iniproving the position of labor. They are, therefore, fatalistic 

an depressing and lead to demands for radical changes in our economic 
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system. The supply and demand theory does not offer much hope that 
labor can raise the average level of real wages by organizing, except at 
the expense of much unemployment. However, it does offer hope of 
higher wages as a result of an increase in the marginal productivity of 
labor. This increase in marginal productivity can come about through 
technological progress and through the provision of a greater quantity 
and variety of capital equipment for labor to work with. 

Labor unions and wages. The idea that labor by organizing can secure 
higher wages has led to the formation of unions. It is now recognized 
that labor organizations have a distinct place in our economic system, but 
often the purposes of such organizations are not clearly understood by 
either organizers or employers. Even though labor is organized and even 
though it has enough monopoly power to outbargain employers, there is 
a point above which wages cannot go without serious harm to both labor 
and employer. This maximum is not determined by the employer nor by 
labor, but by the public which purchases the commodities or services 
which the employer sells and which labor helps to produce. 

It is generally recognized that if unions are able to limit the supply of 
skilled workers, they can raise both the wage rate and the marginal 
productivity of the workers in any given trade. Also, by a program of 
education the union may be able to improve the skill of its members and 
thus increase their average productivity and their wages. Finally, by 
organization labor can sometimes offset the monopolistic position of an 
employer and so force him to pay the full economic share that should 
accrue to labor. 

When union leaders understand the economic effects of forcing up 
wage rates and act with moderation, labor organizations are desirable 
and unions perform a useful function. However, if the bargaining theory 
is accepted naively and without qualifications, demands may be made 
which, in the long run, are detrimental to members of the union, because 
the reduction in employment may more than offset the increase In wage 
rates. 

Real wages versus dollar wages. The difference between real wages 
and dollar wages also is not always understood. Real wages consist of the 
goods and services that money wages, or the actual doUars and cents 
received in each pay check, will buy. We can note the difference by 
observing what happened to the real wages of a person whose money 
wages remained at $50 a week from the beginning of the Second World 
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War in Europe in 1939 to the spring of 1948. If we assume that money 
wages and real wages were equal in 1939 and that money wages remained 
constant during this period, real wages measured in 1939 dollars declined 
to about $30 a week. This was due, of course, to the rise in the cost of 
living. In other words, the worker with his $50 could ha\e bought $50 
worth of goods and services in 1939, but in early 1948 the $50 would 
have fallen in purchasing power to only about $30. This makes no 
allowance for the fact that the worker had to pay much higher income 
taxes in 1948 than in 1939. 

Because real wages depend on the level of both mone\' wages and 
piices, the prosperity that the worker feels as a result of a sharp increase 
in wages may be illusory. If the increase in wage rates forces higher prices 
for goods and services, the worker gains little. As a matter of fact he 
often loses, because prices usually climb faster than wage rates through- 
out most of a period of rising prices. Sound union leadership would gi\ e 
attention to the effect which increases in money wages ma) ha\e on 
prices and real wages. 

Wage rates versus annual income. Another problem fiequentU mis- 
understood is the relation of wage rates to the annual inctmie of wiakers. 
Often labor seems to he principally interested in high liourK' rates, e\en 
though .such rates may cause much unempKn ment. W'liat labor should 
want is the maximum yearly income, for tliis will secure the gieatest total 
purchasing power and in turn allow workers to enjov more gix>ds and 

ser\'ices. 

The (juestion of high wage rates Ncrsus high annual iiK\>mes should 
he considered carefully. To a large extent the wage rate that will gi\e 
Workers the highest unnual iiKXjme will depend on the elastieit\ i»t the 
demand for the products of labor. Lower hourly wage rates max dt'creasr 
both the tx»st and the price of a prxxluct. If demand fi>r the juiKluct is 
elastic, more units will be sold and thendore imue work will axaiUble 
for labor. On the other hand, if th<‘ demaial for the pnxluct is uiela.ftu , 
rt lowering of the wage rate will ha\r little effect upon sales As a exme- 
<inence, the increase in einploxTnent may not be suftixent to *Wf*rt the 
divrease in hourly wage rates, llie jmihlem. thsix-forr, that lafxw fa<v*s 
I* to detenninr in which industries V>wx’r wage rates will im'rraar total 
«*mual iiuxnne and in which tht \ w ill mit l^isfortiinateh tlie ptxibleni has 
H'ldoin liei'n approaiditxl fnan this |xant \tew In ikumrtxHis caacw. 

wage rates Kaxe l>re«i iiuosted u|xjn without regard to 
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elasticity of the demand for the product. In some industries where high 

hourly rates have produced unemployment, the cure proposed is still 
higher rates. 

Summary 

As pointed out, many theories have been advanced to explain how wage 
rates are determined. These have ranged all the way from the subsistence 
theory and wages-fund theory on the one hand to a supply and demand theory 
on the otlier. In this study we were mainly concerned with the explanation of 
the supply and demand theory, according to which the equilibrium wage rate 
tends to be established at tlie rate that equalizes the number of workers 
seeking employment and the number of workers that employers desire to hire. 
At such a point the wages of labor equal its marginal productivity. 

However, no one theory offers a complete explanation of the wage problem. 
Because employers are relatively few in number compared with their workers, 
an individual employer often exercises a degree of monopolistic power in 
hiring labor. This power has been offset in many industries by the rise of 
strong unions which engage in collective bargaining with the employer. Thus 
labor, too, can exercise a high degree of monopolistic power. The observer of 
the collective bargaining process sees much realism in a bargaining power 
explanation of wage determination. However, the equilibrium rate, where 
supply equals demand, is the objective of any well-conceived bargaining 
process. Wage rates set at any other level probably will not remain stable for 
long. If wages are below this level, competition of employers for workers will 
bring them up. If they are above this level, competition of unemployed workers 
for jobs will tend to bring them down. However, wage rates tend to be rather 
rigid, and the pressure of the unemployed may bring them down very slowly. 

Labor is just one of the factors of production. In a factory, for example, 
land, capital, and entrepreneurship, as well as labor, find employment. Each 
factor is paid through the sale of the factory’s product. Hence, wage rates 
cannot be determined in isolation. Wages, interest, rent, and profits are 
mutually and simultaneously determined. 

We have pointed out that, because of the peculiar nature of labor, organiza- 
tion is often to the advantage of the workers. It is of major importance, 
however, that labor leaders realize their limited power to raise wages without 
reducing employment. 

In the next chapter we shall turn our attention to interest, the share of the 
product that goes to the capitalist. 
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Study Questions 

Why is labor sometimes considered the most significant factor of pro- 
duction? State at least two reasons. 

In what respects is labor similar to the other factors of production? 

State the basic rule of wage determination. 

How is the demand for labor determined? The supply of labor? 

In what respects is labor immobile? 

What are noncompeting groups and how do they afi^ect the immobility 
of labor? 

How would you classify the various noncompeting groups? 

What effect does unionism have upon noncompeting groups? 

Can individuals shift from one group to another, or does this shift come 
only as new generations grow up? Explain carefully. 

What is psychic income and how does it affect the wage picture? 

What determines the demand schedule of the employer for a given kind 
of labor? 

How is the supply schedule of a particular kind of labor determined? 

Point out under what conditions the supply cuive would be inelastic? 
Elastic? 

Will higher wages continue to bring additional workers to the market? 
Explain tlie conditions in which this would not be true. 

What is the law of substitution? How does this law affect the demand 
for labor? 

Name the limitations on competition in actual labor markets. 

How do the authors account for the high wage rates paid in the United 

States? 

Can unions increase wages in industry? Exphiin carefully. 

State the subsistence theory of wages. What are its fundamental defects? 
State the in>n law of wages. 



FUNDAMENTALS OF ECONOMICS 

21. Why is the wages-fund theory defective as an explanation of wage rates? 

22. Explain the bargaining theory of wages and point out its contribution to 
an understanding of wage rates. 

23. State the limitations of the bargaining theory. 

24. What are the basic defects of the exploitation theory of wages? Explain 
carefully. 

25. What is the difference between real and dollar wages, and how would 
you determine real wages at any time? 

26. Should labor be concerned with wage rates or with an annual income? 


Exercises 

1. Assume that marginal productivity determines the number of workers 
who would be employed in a certain factory at various wage rates. Also assume 
that the product of the factory is sold in a perfect market for $1 per unit. 

a. Draw a graph showing the relationship between marginal productivity 
and the number of workers employed under the following conditions: 


orkers 

Marginal 
Product per IVeek 

100 

65 units 

200 

55 units 

300 

45 units 

400 

40 units 

500 

35 units 

600 

30 units 

700 

25 units 

800 

20 units 

900 

10 units 


h. Assume that union and management have agreed to a weekly wage of 
$35. How many workers would be employed? 

c. Now assume that the union demands and forces a weekly wage of $45. 
How many workers vidll be employed? 

2. During the early days of the Second World War, it became an established 
principle for war industries to pay higher wages than were paid in other 
industries. Some writers criticized such di£Ferentials in wage scales. They 
pointed out that these higher scales enabled some industrial workers to benefit, 
while other workers, often doing the same jobs in nonwar industries, did not. 
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They also pointed out that higher scales in war plants increased tlie cost of 
goods purchased by the government. Tliis resulted in higher taxes and created 
inflationary pressures which were harmful to everyone. 

a. What factors would you take into consideration in deciding whether 
those employed in war industries should have received higher pay? 

b. What factors do you think are basic to an understanding of the insistence 
upon a 40-hour week? Analyze this problem in time of peace; in time of war. 

3. What function should a government perform in wage determination? 
On the basis of yOur answer, point out whether you subscribe to the bargaining, 
supply and demand, wages-fund, or subsistence theory of wages. 


4. Many people in the professions enjoy their work. A singer, for example, 
enjoys the applause and the enthusiasm of the audience. Likewise, a successful 
radio comedian receives great satisfaction from his popularity. Explain why 
those who receive great psychic income also often receive high salaries. 


5. Suppose that when the index of prices is 100, a certain laborer is 

leceiving $1 per hour and that he works 45 hours per week. Prices increase 

and the index of prices is now 120. The laborer seeks to secure an increase 
« 

in wages and is able to secure $1.30 per hour. Because of the bright outlook, 
ho insists that he work only 40 hours a week. As a result of these demands, 
has his dollar income increased? Has his real income increased? Explain. 


3- Under what conditions will an increase in wages cause an increase in 
puces and under what conditions will it not? How does your theory aid you in 
solving this problem? 
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23. Interest 


The return received by capital, another factor of production, is known 
as interest, and in this chapter we shall learn how tlie rate of interest is 
determined. First, however, it is necessary to understand what is meant 
by the term “capital.” Capital was defined in an earlier chapter as all 
produced goods that are used in further production. Strictly speaking, 
capital is not money. However, for many purposes it is convenient to 
count as capital the liquid funds employed in carrying on production. 
In this chapter, therefore, we shall treat such funds as one form of capital. 
Capital thus includes capital instruments, goods in process, finished goods 
awaiting sale, and the funds that are required in the day-to-day operation 
of a business. Since capital is produced, it is distinguished from land, 
which is a natural resource. It is also distinguished from consumers’ 
goods, because these are consumed directly instead of being used in 

further production. 

Capital should not be confused with wealth. Wealth is defined as a 
stock of economic goods existing at a particular time. Wealth, therefore, 
includes not only capital but also land and consumers’ goods. A man, for 
example, who owns a factory, a piece of land, and a stock of food and 
clothing for his own use possesses wealth, but only the factory and 
machinery are capital. Likewise capital and money do not always mean 
the same thing. Capital goods and capital funds are employed in produc- 
tion. Money, on the other hand, is merely a medium of exchange. It is 
also the standard in which we express the value of capital goods and other 
forms of wealth. Money is a form of capital only when it is used in the 

production or distribution of goods. 

Some individuals, of course, have only money to invest. Such money 
is called liquid or free capital. It is capital funds as contrasted with capital 
goods. Those who have money to invest may either purchase capital 
goods or allow someone else to invest their funds. In either case, the 
money is finaUy invested in capital goods which furnish the income paid 
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to the lenders. The owner of capital funds, for example, may not want to 
build a new pipe line for gas from Texas to New York, but he would be 
willing to lend funds to a company engaged in the transmission of 
natural gas. 

Interest defined. Just as the term "rent” is defined as the net annual 
return for the services of land, so interest may be defined as the net annual 
return to capital, expressed in terms of a rate or a percentage. Th& actual 
payment received by the owner of capital, however, often includes 
something more than compensation for the services of capital goods. If 
an owner lends a capital instrument, or its equivalent in money, the total 
payment he receives includes many items. The payment should, for 
example, cover the wear and tear on the instrument, taxes, and insurance. 
Also it should compensate the owner for certain uninsurable risks and for 
his trouble in making the loan and supervising it. All these items are cost 
to the capitalist, but they often are included in the return that is re- 
ceivable from capital. However, these costs must be subtracted from the 
annual income before the net or pure interest can be determined. 

It should be noted that the income that the owner of a capital instru- 
ment receives is generally in the form of money paid to him periodically 
as a lump sum. Yet interest actually is a rate of return, or a percentage 
of capital. Before the percentage can be determined in any one situation, 
we must know the monetary value of a capital good. This can be found 
either by using the original cost of the good as its present value or by 
making a new evaluation at current prices. Thus, if the price level has 
increased, we may consider that the money value of a capital instrument 
has risen also; if prices have fallen, the money value of the capital good 
has decreased. The rate of return can be found by dividing the pure 
interest received each year by the value of the capital good. 

Another method often used to estimate the money value of a capital 
good is to capitalize the annual income received. The use of this method, 
however, leads to circular reasoning when the rate of interest received 
from capital is sought. It is clear that a rate cannot be found unless the 
value of a capital instrument is known; but finding the value of the 
instrument by capitalizing the income requires knowledge of the rate. 
This method can be used, however, when a certain rate of return has 
been adopted as representing the current rate of interest. For example, 
the rate of return on long-term government bonds sometimes is regarded 
as an indicator of the pure rate of interest prevailing at the moment. If 
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some such rate is accepted, the value of a capital instrument can be found 
by dividing the annual income, less expenses, by the rate of interest. 
It should be noted, however, that the value of a capital good cannot for 
long depart very much from the cost of producing others like it No one 
will pay a large amount for a capital instrument if he can secure an exact 
duplicate for a smaller amount of money; hence the market value of a 
capital good will tend, in the long run at least, to correspond fairly closely 
to its reproduction cost. 

One further , point should be noted. In this discussion our primary 
concern is to determine the net return for the services of capital used in 
production, whether in the form of goods or funds. Not all loans, however, 
are made for production. Many individuals boiTow money or goods for 
consumption. For example, a man may borrow money to purchase an 
automobile for pleasure. He, too, must pay a return on the money that he 
has borrowed, and this return is called interest. However, the amount of 
consumption loans, when compared with those made for production, is 
so small that the rate paid on them depends largely on that paid for 
productive loans. Therefore, we need not take loans for consumption into 
account in our study of the return received by capital. 

Contractual interest versus the pure rate of interest. As we have noted, 
owners of capital cannot regard as interest all the return that they receive. 
Their total income includes compensation for taxes, risk, inconvenience, 
insurance, and management in addition to a return on capital. We use 
the tenn “pure interest” to mean the payment to capital for its services 
after all other costs have been subtracted. Contractual interest, however, 
is the total payment made by borrower to lender. It includes not only the 
pure interest but all costs as well. 

The distinction between pure interest and contractual interest explains 
why maxiy different interest rates are found in the market at the same 
time. Contractual rates, for example, can vary because of differences in 
costs of supei-vision. On tlie other hand, some differences in interest rates 
can be explained by the lengtli of time for which money is lent. Other 
differences arise because of taxes. In the main, howe\'er, contractual 
interest rates vary with differences in risk. Although the pure interest 
rate may be 3 per cent, the investor may demand 8 or 10 i>er cent if the 
risk is great. This extra amount, although often called interest, really is 
an insurance premium against loss of capital; that is, the owner of 
capital deirtands a high rate of interest for fear he may lose his principal. 
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Variation in contractual interest rates does not a£Fect the principles 
that determine the pure interest rate. It is important, however, that the 
diflFerences between contractual rates and the pure interest rate be recog- 
nized, for failure to see this difference leads to confusion. It is sufficient 
for our purposes to understand that the pure interest rate contains only 
a return on capital and that the contractual rate may contain many 
elements. The pure rate of interest is the rate that could be obtained 
on a permanent investment involving no risk, trouble, or expense. 

Interest rate. We can say that the rate of interest on capital in a certain 
country in a certain year is determined by demand and supply. The 
demand, for the most part, comes from businessmen who wish to borrow 
capital for productive purposes. The supply is provided by owners of 
funds. Individuals and business concerns have accumulated capital 
through saving in the past, or they may be accumulating capital now by 
saving. Money made available through operations of commercial banks 
is also an important source of supply. 

Under competition, the equilibrium rate of interest will be that rate 
which equalizes supply and demand. At that rate, the amount wanted 
by borrowers will equal the amount offered by suppliers. 

As was true in connection with rent and wages, interest cannot be 
determined independently of the return paid to the other factors. The 
businessman who borrows capital also hires labor and rents natural 
resources such as land. He uses all the factors in making a product that 
he expects to sell. From the proceeds of the sale he reimburses himself 
for the compensation paid to the other factors and for his own efforts. 
Thus the most that he can afford to pay any factor is that factors con- 
tribution to production in combination with the other factors. The 
returns to capital, land, labor, and entrepreneurship are therefore deter- 
mined simultaneously, not independently of each other. 

Since the rate of interest is governed by both demand and supply, we 
must consider further the reasons why businessmen elect to borrow and 
the reasons why suppliers are wilhng to accumulate capital. Looking at 
the demand side, we may ask the question. Why can interest be paid? 
From the supply side, we shall have to answer the question. Why must 
interest be paid? 

Demand for capital. Why can interest be paid? The obvious answer 
to this inquiry is that capital is productive. This statement, however, 
requires explanation. For centuries, thinkers have questioned the pro- 
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ducthih' of capital funds, or money. Aristotle maintained that “money 
is barren ” and his conclusion was accepted for many years. The Church 
during the Middle Ages condemned the taking of interest because inter- 
est was supposed to be a payment based on fraud or force. Even today 
many persons believe that interest should not be paid. Our usury laws 
testify to the feeling against ^the taking of interest at high rates. Socialists 
and labor leaders sometimes consider interest as one form of the ex- 
ploitation of labor. 

In tins connection two points should be noted: (1) Those who consider 
the taking of interest as a fraud or exploitation often confuse contractual 
with economic interest. Ample historical evidence indicates that lenders 
often have been in a monopolistic position and could secure an excessively 
high contractual rate of return. (2) Confusion arises because interest is 
supposed to be received for the use of money. Hence, since the state in a 
degree controls the issuance of money, some persons assume tliat all 
demands for loans could be satisfied without payment of interest if the 
state would create enough money. This argument will be considered later 
in the chapter. 

If we accept the theory that capital is productive, we can explain why 
interest is paid. Interest is paid because capital instruments are in de- 
mand. Why are capital instiaiments demanded? The answer is that 
capital instruments, when used with land, labor, and entrepreneurship, 
increase production. For example, a man with a hoe can do more work 
than a man without one. The increase in production that has taken place 
in the United States through the use of capital goods is well known. 
Without expending any more energy, labor nearly always can produce 
more goods when capital is available. 

This truth,, however, although demonstrating the value of capital 
instruments, does not explain why capital in production earns not only 
enough to perpetuate itself but also something more that can be paid to 
the owner for its use. This question was posed years ago as follows: 
Suppose a person owns a new plane which he lends to a carpenter. 
Suppose tlie carpenter uses the plane and with it becomes more pro- 
ductive. Assume further that the carpenter wears out the plane. When 
asked to return the plane to its owner, he buys a new plane and returns 
just what the owner gave him, namely, a new plane. Since the owner gets 
a new plane as good as the one he lent the carpenter, how can it be 
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argued that the carpenter, besides returning the plane, should pay 
something for its use? 

The answer lies in the fact that, since the plane made the carpenter 
more productive, owners of capital instruments will insist in sharing in 
that productiveness; otherwise they will not allow others to profit while 
using their capital. The owner of a capital good, for example, is deprived 
of the use of that good while it is being used by someone else. The user 
becomes more productive; hence he can aflFord to share with the owner 
the extra fruits of his labor. 

It must be reiterated that the manner in which capital is used in 
combination with other factors determines the rate of interest that the 
producer can afford to pay. Under perfect competition and perfect 
mobility of the factors of production, each factor will be employed in its 
most productive use, and increasing amounts of each factor will be used 
in any productive process until the addition to total income no longer 
exceeds addition to total cost. At this point the payment to each factor 
will be just equal to the productivity of the last or marginal unit. 

A businessman will continue to use capital in combination with the 
other factors until the increase in his total returns from the last unit that 
he employs just equals what he must pay the owner of capital for using 
it. We know from our study of the law of diminishing returns that the 
addition to total returns eventually will grow smaller and smaller as 
equal successive units of any factor are applied to a fixed combination of 
the others. Hence the product at the margin of successive units of capital 
will decrease, and a curve showing the trend of the value of the marginal 
product would be a curve falling to the right. Such a curve is the de- 
mand curve for capital. As the student will see, our explanation of the 
demand for capital is an application of the marginal productivity principle 
developed in Chap. 20, applied to the problem of rent in Chap. 21, and 
to wages in Chap. 22. 

As was the case in employing labor, the businessman naturally wants 
to increase his use of capital as long as each additional unit adds increas- 
ing amounts to total returns, and his demand for capital will continue 
until the amount that he can afford to pay for capital will just equal the 
smallest amount that lenders are veiling to charge for lending him capital. 

In summary, capital will be demanded because, when used with other 
factors of production, it increases total productivity. The businessman 
must estimate the contribution of each factor, and he will use additional 
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capital as long as he is convinced that the productivity of each additional 
unit is sufficient to give him a return at least equal to the amount that he 
is forced to pay for it. 

The student should note that all the units of capital employed will 
receive a return equal to the productivity of the last unit added. However, 
marginal productivity cannot be said to determine the interest rate, for 
this is dependent on both the supply of capital and the demand for the 
products of capital. 

Supply of capital. VVe have just noted that those who produce wi]! 
employ capital and are willing to pay for its use because it increases 
production. This explains why interest can be paid. Now we ask, Why 
must interest be paid? As we shall see, businessmen must pay interest to 
obtain the use of capital because effort is required to create it and it is 
scarce. In our discussion of the supply of capital, we must explain, 
therefore, how capital is created. As we mentioned earlier in this chapter, 
the supply of capital is derived either from the savings of individuals and 
business institutions or from credit created by commercial banks. Let us 
first consider that portion of the supply of capital that arises from the 
savings process. 

Three things must take place before a return can arise from capital 
originated through saving. (1) Someone must give up present consump- 
tion in order to save money to pay workers. (2) Workers must toil and 
sweat to produce the capital instruments, (3) Once the instruments have 
been created, they can be used only during the passage of time, and 
hence those who have furnished the funds must wait before returns can 
be received. 

To illustrate the creation of capital in tliis manner, suppose that an 
individual desires to invest $100 in a certain business. He has no funds 
and so he must begin by saving some of his wages. He decides* to save 
$10 a month. In the first place he must forego certain pleasures in the 
present if he wishes to save money. The first process, then, is working 
for a wage and then saving part of that wage by abstaining from some 
present consumption. After 10 months, the indixidual has sa^ ed the $100. 
If he wishes to use capital goods himself, he must either pay vi’orkers to 
produce them or purchase them in the market. Other\\ise to im-est his 
$100, he must allow someone else to Ik>itow it. In either case, before he 
can secure any return for the ser\ ices of this capital, he must wait another 
l>eriod. say 6 months or 1 year. We see, therefore, that two sacrifices haw 



372 


FUNDAMENTALS OF ECONOMICS 


been made; (1) the sacrifice of abstaining from consumption during the 
period in which the money was being saved and (2) the sacrifice of 
abstaining from consumption when the capital instruments obtained 
with the money were being used for further production. It is clear that 
in both cases a waiting period was involved. 

The rate of interest may be regarded as compensation for both these 
periods of waiting, though whether the rate of interest was really what 
induced the saver to give up present consumption is open to some doubt. 
It is safe to say, however, that some saving does occur, principally 
because people hope to get interest. We shall assume that, in the illus- 
tration given, the individual was induced to save by the fact that he 
would receive a certain rate of interest. The rate of return, therefore, 
must have been sufficient to compensate him for both types of sacrifice. 

Foresight. Because of foresight, many individuals will save even 
without thought of securing a return. As a result, funds are often 
accumulated by individuals who are more interested in increasing and 
preserving their capital than in enhancing future income by investment. 
Under these conditions safety of principal and perhaps liquidity are 
primary requirements. Businessmen who could assure safety and liquidity 
would be able to borrow such funds even if the interest rate were 
very low. 

Some funds are also accumulated and reinvested by corporations 
whose directors have decided that the interests of stockholders will be 
best served that way. Then, too, individuals may inherit great amounts 
of capital; sometimes so much that it is hard to spend the annual income. 
Some capital therefore is accumulated without effort or sacrifice on the 
part of those who save it. 

On the other hand, many individuals never save. Some persons have a 
very low degree of foresight. The present is so much more significant to 
them than the future that special inducements must be given before they 
will save any of their incomes. Again, there are other individuals for 
whom the pressure of present needs is overwhelming because they have 
very small incomes. Such persons are never able to save, or if they save 
at all, they do so only at great sacrifice. Unless some very attractive 
inducement is held out to them, they cannot be expected to save. These 
are special cases. However, it is often maintained that there is a general 
tendency on the part of human beings to rate the present above the 
future; and to this tendency the name time preference is applied. 
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If we assume that interest must be paid in order to induce people to 
save, we have a simple answer to the question. Why must interest be 
paid? The answer is that interest must be paid to get individuals to 
accumulate capital. Some capital funds may be saved, of course, without 
much sacrifice. However, if such funds are insufficient to meet tlie needs 
of those who are Willing, if necessar>% to pay for the use of capital, 
inducements must be held out to offset the sacrifices of those who ha\ e 
so little foresight that they will not save unless given enough compensa- 
tion to overcome their inclination to spend in the present. 

The question often arises whether it is any longer necessar\' to depend 
for capital upon those who will save only in response to the inducement 
of high returns. Low rates of interest now prevailing offer much e\ idence 
that, in this country at least, the sources of capital supply are now so 
abundant that inducements of this nature are no longer necessar\ . 
Nevertheless, if in the future demands should arise for larger amounts of 
capital, higher rates of interest would prevail, and it is possible that these 
higher rates would cause a substantial increase in the amount of sa\ ing. 

When individuals accumulate capital funds, it is clear that some 

sacrifice is usually involved. Is this equally true when funds are created 

by the banks tlirough the extension of deposit credits to borrow ers? Such 

extension of credit may involve no sacrifitv for the bunk. The Inurower, 

however, must still make the sacrifices iinoKed in saving. For him these 

sacrifitvs are merely deferred. In order to pay bac k tiu- loan, the l>orruwer 

must uccuimilate funds. Tlie businessman is alwa\s facxN.! with two 

aUernutives: he may either boiniw capital or ac'cumiilate it thnnigh his 

own saving. If he Imrrows. he must repay the loan through sasing in the 

future. To uc'cumiilale capital, he must sa\e in adsance of tt»e tune win'll 
he luvds it. 

In answer to our question, then. W hy must cajsital he paid? we disowrr 
that saving and investing entail real satrificr Uv many indisidualx 
apital ii then^fore seanv excx'pt at high rates of inh'ixst. W> di,wxnx*r 
urther that an increase in demand will raise the rate of iiiterrvt. and that 

* igher rate may bring a suhstaiitui inereaae in us-ing. cvrvr ahc*«m|[ 

rrlationship ctf tht* suppK otf capital aixf the rate erf irtum wouU 
IhrreKue lie a rising «ir%e In oth.T wxnxlv Urger and Urgre aimWs erf 
(Xip^ vvould he t'alk'd hwth as higher rates erf uitrre«t ww oArrf^l 

•« tha InSarMt rm- Ulwatraaarf W e luxe expUtoed the 

* »'tnaia aiul sniqiK mrxes Kv funds in a vntmm enmilrs in a vr*tmm 



374 


FUNDAMENTALS OF ECONOMICS 


year. We have said that under conditions of competition the rate of 
interest will be that rate which equalizes supply and demand. We can 
illustrate the determination of the rate of interest by means of the chart ^ 
in Fig. 1. 

The demand curve in Fig. 1 shows that those who desire capital will 
borrow more at low rates than at high rates. As they employ more capital, 


vd 



Fig, 1.— The supply and demand for new capital in a certain country in a certain year. 

its marginal productivity drops, but the product may still be suflScient 
to cover a low interest rate. If only 1,000,000 units of capital are used, it 
will produce in combination with other factors a sufficient income so that 
those who use the capital can afford to pay 10 per cent. This is because 
capital under these conditions will be used only in very productive ways. 
If, however, 2,000,000 units are employed, a return of only per cent 
will be attributed to the services of capital. This conclusion follows 
because capital must be put to other than its highest uses, and the law 
of diminishing returns operates. When additional units of capital are 

1 The student should note that this chart refers to the supply of new capital and the 
demand for new capital. The total stock of capital on loan in a country at any 
given time is an accumulation from the past and, since it is already produced, wo 
be offered for use at almost any price. Since this total amount would be very little 
affected by the savings of any one year, a curve representing the total supply of 
capital would be an almost vertical line. The demand curve for new capital in any 
one year should be highly elastic, since the amount of capital added in any one 
year could not greatly change the marginal productivity of capital. 
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employed, each unit being employed in the highest use still open, the 
chart shows tliat the marginal productivity of capital decreases. 

On the supply side, a difFerent situation is represented. The supply 
curve shows that some capital funds would be accumulated and lent even 
though the people who accumulated such funds had to pay something 
for their protection. Here the degree of foresight is so great that even 
part of the principal will be sacrificed to protect the rest. However, this 
chart is based on the assumption that, under such conditions, the amount 
of capital saved would be small. The chart also shows that some indi- 
viduals would lend capital without any return so long as their principal 
remained intact. Here also safety of principal is the prime consideration. 
Beyond this point, rewards must be oflFered if individuals are to be 
induced to save and invest. Moreover, the importance that people at- 
tribute to future consumption will determine how much they will save 
at each rate. 

Under perfect competition and perfect mobility of the factors of pro- 
duction, those who desire capital will determine how much they can 
afford to pay for such capital, and those who save capital will determine 
how much they are able and willing to accumulate at various rates of 
interest. Those who demand capital will decide what the demand 
schedule is to be, that is, the quantity that will be taken at each possible 
rate. So also those who supply capital will determine the supply schedule. 
The point at which the demand and supply schedules meet will establish 

the price of capital, or the interest rate. 

Thus we see that the demand for capital is largely determined by its 
marginal productivity when different amounts are employed, and if we 
assume that interest is what induces people to save, the supply of capital 
is largely governed by the interest rates that must be offered to marginal 
savers to secure various amounts of capital. Under normal conditions, if 
capital is relatively scarce, its producti\aty will be high and businessmen 
vvill be willing to pay a high rate for it. If capital is relatively abundant, 
its significance in the productive process will not be so great, and the 
rate that businessmen will pay will be less. The interest rate will always 
tend to equal the marginal productivity of capital. Howev'er, both the 
interest rate and the marginal productivity of capital depend on the 
relation-between supply and demand; and both will be established at 
the point where supply and demand are in equilibrium. 

In the above discussion we have taken the traditional point of view 
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with respect to the supply of capital. This view is that the receipt of 
interest is the principal inducement for saving, and that therefore the 
amount saved depends on the interest rate. However, the assumption 
that the interest rate is the principal factor that influences saving cannot 
be proved and, as already suggested, is at least open to question. Some 
economists believe that the interest rate has only a minor effect on the 
volume of savings, and that the principal inducements to saving are of a 
different nature. If they are right, then the supply curve for new capital 
in Fig, 1 should be represented as much more inelastic than it is, to 
indicate that the amount of capital funds offered for investment is not 
much affected by the rate of interest. 

Lord Keynes, the famous English economist, emphasized another point, 
namely, that saving money and investing it in capital goods are two 
distinct processes. He believed that a great deal of saving might take 
place independent of the interest rate; but if the interest rate fell too low, 
the funds saved would be hoarded rather than invested. In such a case 
the function of the interest rate would be not to induce saving but to 
induce savers to give up liquid holdings of money in exchange for 
somewhat less liquid investments. 

Interest rate and the quantity of money. Since capital is often regarded 
as identical with money, the statement is frequently made that, if the 
amount of money in circulation were increased, interest rates would be 
lowered. This theory has been advanced by those who have advocated 
cheap money policies. It was explained in an earlier chapter that in the 
long run the only effect of an increase in the quantity of money in the 
economic system is to increase prices. Although no exact relationship 
exists, it is known that increases in the amount of money are accom- 
panied in the long run by increased price levels. If this is the case, then 
an increase in the amount of money cannot in itself cause a decrease in 
the interest rate in the long run. 

Of course, an increase in the amount of money may temporarily cause 
a decline in interest rates, because the supply of funds may increase 
faster than the demand for them. However, with every increase in prices, 
more money will be required to produce or purchase a definite quantity 
of goods. Consequently, producers must secure a greater amount of 
money to purchase capital instruments. Consumers indeed may have 
more dollars in their possession and therefore may be willmg to lend at 
a lower rate an amount of doUars equal to that which they were willing 
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to lend before the quantity of money increased. However, after allowing 
time for tlie price level to become adjusted, the increase in the demand 
for funds, resulting from higher costs of production, will tend to offset 
the increase in the supply. We may conclude therefore that in the long 
run the pure interest rate will not be changed. Long-run changes in the 
pure interest rate may result from changes in the desire to save, or changes 
in the productivity and the demand for capital, but not from changes in 
the quantity of money. 

When competition is not perfect. So far in our discussion we have 
assumed that perfect competition prevailed in the market for capital. 
Actually, this is not true, but the absence of perfect competition does not 
nullify our analysis. We can still say that the interest rate is determined 
by supply and demand, and most of the differences that we observe in 
particular rates are due to differences in risks and costs. It is true that 
in any one area of a large country, such as the United States, there may 
be relatively few lenders compared with the number of borrowers. Hence 
lenders may wield some degree of monopolistic power and temporarily 
may obtain a higher rate of interest than would prevail under perfect 
competition. Such differences, when loans of equal quality are involved, 
probably vAW not persist for long because of the growing number of 
lending organizations, such as insurance companies, which operate on a 
nation-wide basis. Lack of knowledge among borrowers in regard to 
interest rates may also enable lenders to obtain more than would otlier- 
wise be the case. This also is temporary. In short, the absence of perfect 
competition may account for greater differences in contractual rates than 
would occur in the highly competitive situation that we have assumed in 
our analysis. Such differences, however, do not seriously affect the va- 
lidity of our explanation of interest rates in terms of supply and demand. 

Summary 

Interest, or the share of income that accrues to capital, has been expUiined 
by supply and demand analysis. Interest is a payment made eacli year to the 
owners of capital, and we customaiily express it as a rale of return. This rate 
of return is u percentage which can be computed by diWding the annual 
payment for the services of capital by the value of the capital. 

In using demand and supply analysis, we said that the rate of interest in a 
certain country in a certain year is that rate which will equalize suppK- and 



378 


FUNDAMENTALS OF ECONOMICS 


demand. At this rate, known as the equilibrium rate, the amount of capital 
wanted by borrowers will be equal to the amount that lenders are willing to 
supply. 

Demand and supply analysis explained only the pure rate of interest, which 
was defined as the rate of return on capital after all expenses and compensation 
for risk had been deducted. We used the term contractual interest to designate 
the lump sum annual payment that the lender receives from the borrower. 
This payment includes compensation for all risks involved in lending and for 
all expenses and costs incurred. DifiFerences in contractual rates can be 
explained by difi^erences in costs, expenses, and risks. 

The demand for interest, we learned, came for the most part from business- 
men who needed capital for productive purposes. Businessmen have an 
incentive to borrow, we saw, as long as the increase in total returns from use 
of capital is greater than the increase in cost from acquiring and using capital. 
Since the law of diminishing returns comes into play as more and more units 
of capital are used, the businessman will pay less and less for additional units 
of capital. Thus we know that the demand curve for capital slopes downward 
to the right. The supply of capital comes in large part from individuals who can 
be induced to defer consumption. This process of waiting may involve saving or 
merely deferring consumption of funds already accumulated. Since the induce- 
ment to defer consumption probably is greater the higher the interest rate, we 
can assume that the supply curve for capital rises to the right. The equilibrium 
rate of interest can be illustrated by intersection of the demand and supply 
curves. 

The student was warned to remember that interest cannot be determined 
independently of the return paid to the other factors. The businessman who 
borrows capital also employs other factors. He compensates all factors by 
selling a product. The most that can be paid to capital, as well as any other 
factor, is the contribution of that factor to production. 

In the next chapter, we shall consider profits, or the share of product that 
goes to the entrepreneur. 

Study Questions 

1. Define capital, interest, wealth, liquid capital, free capital. 

2. Why is interest expressed as a rate and not an amount? 

3. As the term interest is commonly used, what other factors besides a 
return on capital are generally included? 

4. How is the rate of interest determined for someone who wishes to use 
the borrowed money for consumption purposes? 
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5. Distinguish between the contractual and the pure interest rate. Which 
rate is of more concern to the authors in the text? 

6. Just how is the interest rate determined? 

7. What two questions must be asked when the rate of interest is to be 
found? 

8. What is meant by the statement “Money is barren”? Is this correct? 
Explain. 

9. Justify the payment of interest. 

10. How would you find the demand curve for capital? 

11. What three things must take place before a return on capital can arise? 

12. How does foresight affect the interest problem? 

13. Since banks create funds by the extension of deposit credit to borrowers, 
are not such funds created without any sacrifice? Explain carefully. 

14. How do the forces of demand and supply finally determine the point of 
equilibrium that represents the interest rate? 

15. What relationship, if any, is there between the interest rate and the 
quantity of money? Explain carefully. 

16. Does the fact that competition is imperfect seriously affect the deter- 
mination of interest rates? Why or why not? 

Exercises 

1. An investor purchases a plot of land for $300. He receives an income of 
$15 per year from the land. Is this return rent or interest? Justify your answer. 
Suppose that the average rate of return in this community becomes 4 per cent 
and suppose the income received by tliis man increases to $24 per year from 
the land. Would the value of the land be the same as above? Why or why not? 

2. A man decided to save a sufficient amount of capital to allow him to 
receive an income of $200 per month. 

O' If the rate of interest is 5 per cent, how much must he save? 
fc. Suppose that the rate drops to 3 per cent. Will this affect the amount 
he must save? 

c. Under these conditions does not the man save more at low rates than at 
high rates? Does this not show that the principles explained in this chapter 
are in error? Explain carefully. 
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3. Interest rates are very low at present. Would you agree with the 
following conclusions? 

a. Capital is unproductive; therefore little can be paid for the use of this 
factor. 

b. Individuals save for other reasons than to secure a rate of return; therefore 
interest rates can be low. 

c. Banks can create credit; therefore it is not necessary for individuals to 
make sacrifices. 

d. There is so much money in circulation that no one has to borrow. 

4. The statement is made that, even if banks can extend credit, sacrifices 
must still be made, for the borrower must make them to pay back the funds. 
Thus these sacrifices are merely deferred. 

If this condition prevails, should we not pay the borrower for making the 
sacrifices rather than pay the bank for extending credit? Explain. 
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24. Profits 


So far in our study of distribution we have described the payments made 
to land, labor, and capital for their contributions to production. We have 
one more share to discuss: the payment to the entrepreneur who initiates 
and directs production. We use the term profits to designate his share. 

Identification of the entrepreneur and segregation of the payment for 
his services from other shares may be difiBcult in some of the complicated 
forms of modern business. This is especially true of the corporate form 
of business organization. A good example of an entrepreneur, however, 
is the businessman whom we often have mentioned in this text. Because 
there is some misunderstanding of the entrepreneur and his contribution 
to production, it is well to describe his functions thoroughly before 
discussing profits. 

Role of the entrepreneur in a free society. In a society built upon the 
principle of free enterprise and personal liberty, the entrepreneur is a 
very important person. If we become convinced that socialism, com- 
munism, or fascism is a better form of society than the free-enterprise 
system, we may decide that we can do without the entrepreneur or that 
the state should regulate his activities down to minute details. But in a 
free-enterprise system, the entrepreneur is even more than an important 
functionary; he is a symbol of a free society. He is the dynamo of the 
business process; he initiates and conducts the enterprises that provide 
employment for the other factors. 

Let us begin our study of him by considering the case of a grocery 
store, which a Mr. John Jones starts in a small Middle Western town. 
First of all Mr. Jones had to have the idea for the business. At some time 
he decided that a grocery business would be successful in this particular 
town. Next he arranged for the financing. He had some money of his own 
to invest and he borrowed more. He assumed a personal obligation to 

pay back the funds borrowed. 

With the capital at hand, he selected a site and signed a lease with 

882 
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the landlord. He agreed to pay a monthly rental for a period of years. 
Then he invested some of his capital in remodeling the store that he had 
rented, in fixtures, and in a stock of groceries. Next he hired several clerks 
and opened his store. Under his careful supervision the enterprise 
prospered because it perfomied a useful serx'ice in the community. 

We now should ask ourselves two questions. Why did Mr. Jones go 
into business for himself instead of going to work for somebody else and 
being assured of a regular pay check? What services has Mr. Jones 
performed for society? 

Several answers might be given to the first question. Mr. Jones might 
be an independent, venturesome fellow who would rather work for him- 
self than for someone else. If Mr. Jones is so constituted, we are all for 
him. A progressive society must have venturesome individuals with ideas 
and initiative. 

There probably was, in addition, a pecuniary motive. Mr. Jones hoped 
he could do better for himself financially by operating his store than by 
working for someone else. He expected the store to make a profit, and 
he hoped the profit would be larger than the salary he would have been 
paid as a hired store manager. The hope of large profits, then, was one 
of the reasons for starting the business. 

This brings us to the second question. What services has Mr. Jones 
performed for society? Do these services entitle him to a greater reward 
than he could have enjoyed working for someone else? 

Let us review what services Mr. Jones performed when he opened his 
store. We might list them as follows: 

1. He conceived the idea for the enterprise. 

2. He initiated the enterprise; that is, he opened the store. 

3. He performed the service of management. 

4. He assumed certain risks and responsibilities: (a) the responsibility 
of paying back the money he borrowed; in addition, he risked some of 
his own capital, (h) He signed a lease which obligated him to make 
monthly payments to the landlord, (c) He probably contracted debts for 
remodeling and stocking the store, (d) He assumed the responsibility of 
paying wages to his employees; he agreed to "meet the payroll.” (e) He 
assumed certain responsibilities to his community, such as paying various 
business taxes, collecting pay-roll and social security taxes from his 
employees, and sharing the burden of making his community a better 
place in which to live. 
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If Mr. Jones is to remain in business, he must be rewarded for the 
services he performs. There must be some rate of compensation that 
would just induce him to operate his grocery store, just as there is a rate 
of wages that will just induce one of his clerks to come to work every day. 
Mr. Jones receives his compensation in the form of profits, of course, so 
we can say that he must earn sufficient profits over a span of years to 
make him willing to stay in business, or he will go to work for someone 
else or enter another occupation. We can use the term wages of rrumage- 
ment to indicate that rate of profit that will keep Mr. Jones in business. 
The term normal profits also could be used to express the same idea. 

If Mr. Jones does not receive normal profits, or wages of management, 
whichever term we care to use, he will quit business. From year to year, 
his profits may vary because the tempo of business is faster in some years 
than in others. He knows that he can expect that. However, he will elect 
to close his store if profits seem to be on a long shde from which there is 
no hope of recovery. 

What is the eflFect on others if Mr. Jones does not earn normal profits? 
If he decides to go out of business, his workers lose their jobs, the landlord 
must find a new tenant, and the capitalist must look elsewhere for a 
borrower. There is another eflFect. The services provided by Mr. Jones’s 
grocery store no longer are available. Since this happened because 
Mr. Jones did not earn normal profits, we can say that normal profits are 
a cost to the community of obtaining the services of Mr. Jones and his 
enterprise. Obviously normal profits are no diflFerent from any other costs 
that must be met in the long run if a good is supplied. 

When Mr. Jones decided to go into business, he beyond doubt had 
something more in mind than merely wages of management He hoped 
to make profits well in excess of this figure, and it probably was the lure 
of this something extra that decided him to assume the risks of business 
for himself instead of accepting a pleasant, easy job as the paid manager 
of a grocery store owned by someone else. Profits in excess of normal 
profits or wages of management can be called pure profits. In boom 
years, pure profits probably will be earned by the grocery store, and it is 
possible that Mr. Jones will be so skillful in running his business that 
pime profits will be generated even in ordinary years. 

However, we can say that, in the long run under perfect competition, 
there will be no pure profits and only normal profits will be earned. Why? 
Because the existence of pure profits will attract competitors into the 
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grocery business, as into any industry where profits are above normal. 
The presence of more firms will force prices and profits back to normal 
levels. Contrariwise, if profits within an industry fall below normal for 
long, the withdrawal of firms will force earnings back up. 

It is quite possible, too, that Mr. Jones will in the future regard a 
higher rate of earnings as normal if he is to remain in business. When he 
once demonstrates his ability to run a grocery store perhaps more 
eflBciently than other proprietors in his locality, he will insist on being 
rewarded accordingly. If his community is not able to support a store 
that will earn this higher level of profits, Mr. Jones may decide to move 
somewhere else. Hence normal profits might now include dollars that 
formerly would be classified as pure profits. 

Other payments that may be included in profits. Risk is involved in 
any business enterprise, of course; but the greater tlie risk, the larger the 
possible profits of the entrepreneur must be. Thus we would expect larger 
profits to be earned by enterprises where the danger of disaster is always 
at hand. One of the important risks of the entrepreneur results from 
production in anticipation of demand. Those who correctly anticipate 
future demand are in a position to secure commensurate profits. Those 
who anticipate demand incorrectly will suffer losses. The degree to which 
production must be carried on in anticipation of demand will influence 
what entrepreneurs regard as an adequate rate of return in a particular 
industry. 

Many students of business have obser\'ed, however, tliat some business 
concerns regularly have larger profits than others. Tlie difference cannot 
always be accounted for by the risk in\'olved, because sometimes sub- 
stantial differences occur within the same industry'. How can this be 

explained? 

If profits exceed the amount necessary' to induce the entrepreneur to 
perform his services and assume the necessary' risks and responsibilities, 
the excess may be due to imperfection of competition. This ma\ be 
openly sanctioned by society; for example, the enterprise may control 
important patents. Sometimes the exc'ess profits are due solely to the 
superior skill of the entrepreneur. A number of odier reasons might be 
cited for differences in earnings between industries or bt'twtxni firms 
within the same industr)\ Sometimes the real reason for such differences 
nitty be difficult to detennine. 
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Relationship between risk and profits. The relation between risk and 
the receipt of profits has often been misunderstood. It is sometimes said 
that employers secure profits because they take risks. This causal relation- 
ship, however, does not usually hold. 

The relationship between risks and profits is as follows: In the hope of 
securing profits, employers take risks. Furthermore, because of the risk 
involved the number of employers will be limited. When the number of 
units of any factor is limited, marginal productivity ordinarily is higher 
than when the number of units is great. Consequently, to the extent that 
danger of failure because of the risks involved limits the number who 
enter a certain field, successful businessmen will receive higher rewards 
than they could get in industries where risks are less. 

Those who take risks, then, are performing a great social function. 
Employers must anticipate a need; they must discount hazards; they 
must have vision and foresight. The great pioneer captains of industry 
often made great profits. They were noted for their willingness to bear 
risks because they believed that their ideas for new railroads and new 
factories would fill a need and so yield profits. Thus, those wilhng to take 
risks often secure high profits, although it does not follow that business- 
men who take risks are guaranteed profits. 

Two quahfications of this analysis must now be noted. First, all risks 
are not borne by employers. So far as future risks can be foreseen, they 
may be shifted. Thus the chances of fire, flood, and the like may be 
anticipated and the risk of loss shifted by purchase of insimance. Some 
businessmen shift as many risks as possible to others in the marketing 
process or to the consumer. Even so, after all insurable and other antici- 
pated risks are shifted, some remain, and these must be borne by the 
businessman. 

A second qualification is that all risk bearing is not socially desirable, 
and hence profits that arise from certain kinds of risk are not considered 
socially desirable. The gambler, for example, takes a risk at dice, at the 
race track, and the like. Yet his gain is simply loss for someone else. 
Society has not benefited. 

Distinction between the use of the term "profit" by the accountant 

and by the economist. The accountant and the economist use the word 
profit in a somewhat different sense. The accountant says that the n^t 
income that accrues to owners of a business is profit. Hence, the ac- 
countant regards profits as a residual after all payments to land, labor, 
and capital, and after payment of taxes. The economist, on the other 
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hand, Vegards profit as the share of product that goes to the entrepreneur 
for liis special services. Since the entrepreneur performs useful services, 
he must be compensated if he is to continue to function. Hence the 
economist regards normal profits or wages of management as a cost, just 
as payments to labor, land, and capital are costs. Society must compen- 
sate the entrepreneur if it is to enjoy his services. In summary, the 
accountant looks upon profits as a residual after all costs are met; the 
economist regards normal profits as a cost. However, anything that 
accrues to the entrepreneur over and above normal profits the economist 
calls pure profits, and these he does not regard as a cost. 

Profits earned in American industry. A study of the record made by 
business in general would indicate that it is not so easy as the outsider 
may think to make a profit in an accounting sense. In fact, many mis- 
conceptions exist about profit margins, which from the accountants point 
of view are what remain after all expenses and costs are met. For the 
most part, profit margins generally are believed to be much higher than 
they are. In boom years, profits usually do become substantial, but heavy 
losses are incurred by many business concerns during depressions. A fair 
analysis of profits would call for an inspection of the average level of 
profits or what profits were for the full span of the business cycle rather 
than for the individual years. It has been customary, howe\'er, to compute 
profits on an annual basis, and this also is necessary for purposes of 
taxation. Hence wide swings occur in the rates of profits earned from 
year to year. 

The over-all level of profits earned by business in any one year also 
may not tell the whole story. As an example, corporation profits in 1946 
were $12.5 billion after taxes. But in this highly profitable year, the most 
lush in the history of American business up to tliat time, some companies 
were still in the red or would have been except for tax carrybacks. Even 
in 1947, when 1946 corporate profits were exceeded by $4 or $5 billions 
and when postwar reconversion problems had been solved, some com- 
panies reported losses. 

Indicative of how accounting profits fluctuate, the $12.5 billion level of 
profits in 1946 compares with average annual profits for the years 1936 to 
1939 of a little less than $4 billion. A still more complete picture of how 
profits fluctuate can be had from Table 30, which gives a percentage 
distribution of manufacturers’ costs in the i>eriod between the world wars. 
This table deals with manufacturing alone. It is interesting to note the 
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very much greater fluctuations in profits than in cost of materials; wage 
and salary payments, and in other costs. 


Table 30. Distribution of Manufacturers’ Costs in the Value of Production, 

1919-1939 • 



1939 

1937 

1935 

1933 

1931 

1929 

1927 

1925 

1923 

1921 

1919 

1 

Production value. 

100 

100 

100 

100 

100 

100 

100 

100 

100 

100 

100 

Cost of materials. . 

36.9 

39.8 

41.2 

35.5 

34.0 

34.4 

36.5 

36.1 

35.7 

40.1 

39.2 

Wages — salarie: . . 

30.8 

31.8 

31.5 

33.5 

36.2 

32.6 

33.4 

33.1 

35.0 

35.3 

32.8 

Other costs 

28.2 

24.8 

25.3 

33.8 

36.1 

28.2 

27.6 

26.6 

24.9 

29.0 

23.3 

Profits 

4.1 

3.6 

2.0 

-2.8 

-6.3 

4.8 

2.5 

4r2 

4.4 

-4.3 

4.7 


* Source: The Conference Board. 


The actual dollar level of profits and losses resulting from manufacturing 
activity alone in these same years is given in Table 31. 

Table 31 * 


Year 

Amount 

Year 

Amount 


{millions) 


{millions) 

1919 

$ 1,917 

1931 

1,837 

1921 

-1,323 

1933 

-587 

1923 

1,777 

1935 

646 

1925 

1,742 

1937 

1,498 

1927 

1,067 

1939 

1.595 

1929 

2,319 




• Source: The Conference Board. 


The large number of business failures even in normal years gives a 
grim picture of the risks involved in business and proves conclusively 
that accounting profits do not accrue automatically merely because an 
enterprise has its doors open. According to Dun and Bradstreet data, 
there was a monthly average of 1,231 failures in the United States in 



PROFITS 


389 


1939; 1,135 in 1940; and 987 in 1941. During the war years and early 
postwar months, economic activity reached such feverish heights that 
failures dwindled to record low levels. Only 42 failures were reported in 
December, 1945. But experienced businessmen knew that such favorable 
conditions would not last. 

The large year-to-year fluctuations in profits in an accounting sense 
mean that the income of the entrepreneur is not so stable as the income 
that accrues to the other factors. In one year he may have large profits 
and in the next year large losses. That occurred between 1920 and 1921 
for many businesses, and for a substantial number between 1937 and 
1938. The large fluctuations make the concept of normal profits in an 
economic sense more nebulous than normal wage rates. 

The concept of normal profits, however, is a useful one. In some years 
the businessman will make less than normal profits; in other years he will 
receive more. The year-to-year profits fluctuate around the normal profits. 
It is the normal profits that he considers when deciding whether he should 
start an enterprise or continue one which he has already established. 

Criticism of profits. Critics of the profit system often contend that the 
government should assume more responsibility for smoothing the booms 
and depressions that increase the risks and uncertainties of operating a 
business. They argue that government planning and regulation of com- 
petition could decrease the responsibilities and burdens of businessmen. 
By careful planning in regard to the number and kinds of businesses 
needed, and by control of the prices of raw materials and of finished 
products, they claim that the government could perform many of tlie 
services for which the entrepreneur now is paid. 

Other critics of the profit system attack from another angle. They start 
from the premise that the wages of management cover all payments that 
need be or should be made to the entrepreneur if competition were 
perfect. They say that the entrepreneur, through monopoly power, exacts 
tribute from society which should never be collected or which represents 
shares of product belonging to other factors. Thus a charge of exploita- 
tion of society or of the other factors often is hurled. 

The first criticism is concerned primarily ^^^th the kind of economic 
system wo desire. If we want the government to take over the functions 
of the entrepreneur, we must accept state socialism or some form of 
government other than we now ha\'e. We also should admit our v^illing- 
ness to sacrifice personal and political liberty as well as economic free- 
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dom. If the state assumes the responsibilities now accepted by the entre- 
preneur, the state must have the right to decide which businesses may 
operate and which may not. The right to hire and fire the paid managers 
of any enterprise would have to rest with the state. This privilege of 
necessity would extend even deeper. The government would have to 
keep for itself the right to force labor to work at whatever kind of work 
was regarded as vital, regardless of the wishes of the individual. Powerful 
unions could not, of course, be tolerated because they might impede what 
the government wanted. Economic hberty and personal freedom appear 
to be linked together. 

The second criticism is more diflScult to answer. However, regulation 
of monopolies by Federal, state, and local governments has done much 
to prevent exploitation of the consumer. As we shall see in Chap. 27, 
consumers can aid in preventing exploitation by insisting upon complete 
information on products offered to them. Society can promote competition 
in our economy by maintaining a favorable atmosphere for free enter- 
prise. This would include a well-conceived tax system, labor laws 
equitable to both employer and employee, and freedom for businessmen 
from excessive regulation. 

Entrepreneur in a corporation. As mentioned earlier in the chapter, 
the identification of the entrepreneur may become diflBcult in modem 
forms of business organization. Who is the entrepreneur in a large cor- 
poration? The corporation has a president, who receives a salary, and a 
board of directors, who devote part time to the enterprise in return for 
fees and the prestige involved. The board of directors selects the president 
and the other officers, or delegates selection of the other personnel to 
the president. 

Under such circumstances, the real entrepreneurs are the stockholders. 
The housewife who owns a few shares of General Motors stock may be 
startled to leam that she carries such a responsibility. The stockholders 
of a corporation elect the directors and delegate to them the responsi- 
bilities of entrepreneurship. 

The directors may in turn hand over the functions of entrepreneurship 
to the president and other officers, who really are hired managers and 
receive wages, although many corporation officers also are stockholders. 

. The ultimate responsibility rests with the stockholders, however, 
whether they accept it or not They have the right to attend stockholders’ 
meetings and to question the policies of management. It may be difficult 
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to exercise this privilege. The better corporations try to enlist the interest 
and patronage of stockholders, but often they have difficulty in getting 
more tlian a corporal's guard at meetings. Corporations are required to 
send notices of stockholders’ meetings and proxies for those who can- 
not come to sign so their stock can be voted. Many proxies are not re- 
turned, and tlie stockholders do not attend. It seems to be a question of 
apatliy. However, there are numerous instances where stockholders have 
risen up and ousted a management that did not appear to be performing 
its duties with skill. 

The stockholder, as an entrepreneur, seems to be very different from 
Mr. Jones, the entrepreneur who founded the grocery store in a small 
Middle Western town. The typical stockholder probably did not initi- 
ate the enterprise in which he has stock; instead he purchased shares 
in a going concern. He is very much interested in the profits that the 
corporation earns but he does not expect to receive all these profits. He 
can hope to have only his proportionate share of that part of profits 
which the directors decide to pay out as dividends. The stockholder may 
have purchased his shares in hope of capital gains through price appre- 
ciation rather than because of the dividends that may be declared. 

Despite all these differences between Mr. Jones and the stockholder 
in a large corporation, the stockholder nevertheless is an entrepreneur. 
Whether he likes it or even believes it, he assumes the risks and responsi- 
bilities for the corporation and with other stockholders he exercises the 
ultimate control. He profits through larger dividends and capital appre- 
ciation if it is successful. He loses the price he paid for his share if it 
fails. Any corporation will be more successful if the stockholders are 
conscientious in the exercise of their entrepreneurial functions by check- 
ing up regularly on the perfonnance of tlieir managers 

Officers of corporations often are major stockholders of small and 
medium-sized corporations. Ownership of big corporations usually is 
diffused among many thousands of persons. When officers are newly 
employed, the stockholders frequently encourage stock ownership by 
making the acquisition of shares easy and advantageous. For example, a 
new president may be given an option to purchase a bloc of stock at 
• a certain price. The option is good for a number of years. If the presi- 
dent does well in managing the company, the price of the stock may in- 
crease far above the option price. Thus the president has a pecunian* 
incentive, in addition to that provided by his salary. When he ov,iis stock 
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or can acquire it under the option, he becomes an entrepreneur as well 
as a hired manager. 

Because stockholders supply capital to corporations through purchase 
of shares, they do more than perform some of the entrepreneurial func- 
tions; they also are capitalists in a sense. There is an important differ- 
ence, however, between the interest payment received by the lender of 
capital and the dividends or capital gains that accrue to the stockholder. 
The lender of capital has no right to the assets of the corporation unless 
it defaults in its payments to him; the stockholder owns a proportionate 
share of the assets. In the case of failure, however, tlie lender has a pre- 
ferred claim. The lender is entitled to a specified rate of return while 
the stockholder gets only what the success of the corporation justifies. 
The position of the lender is much more secure than that of the stock- 
holder. In short, the stockholder is an owner who assumes the risks of 
ownership. The lending capitalist merely has made a loan and is en- 
titled to repayment thereof when due and to interest in the meantime. 

Summary 

We have described in detail the payment to the entrepreneur of what we 
call profits. Profits are the earnings of the entrepreneur. They are the payments 
made to him for initiating, directing, and bearing the responsibility for a 
business enterprise. We used the terms wages of Tnanagetnent and normal 
profits to indicate that rate of earnings which would j’ust compensate the 
entrepreneur for his services. Any profits in excess of this amount were called 
pure profits. We saw that there will be no pure profits in the long run under 
perfect competition. However, wages of management must be covered in the 
long run if an enterprise is to function, just as wages of labor, capital, and 
land must be met. 

We have stressed the point that the entrepreneur is not only a very im- 
portant person in an economic system based on free enterprise. He is also the 
symbol of free enterprise. Those who want the government to take over all 
his functions are in reality asking for some other kind of economic system. 

Study Questions 


1. What is the role of the entrepreneur in a free society? 

2. What do we mean by the term profits? 
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3. What functions did Mr. Jones perform for which he should be rewarded 
by receiving profits? 

4. What is die meaning of pure profits? normal profits? wages of manage- 
ment? 

5. Explain the relationship between risk bearing and profits. 

6. What kinds of profits are socially undesirable? Why? 

7. Distinguish between the use of the term profit by the accountant and 
by the economist. In what sense is each correct? 

8. Has industry over the years earned high profits? 

9. What criticisms have been advanced against profits? How are these 
criticisms answered? 

10. To what extent and in what way is a stockholder in a corporation an 
entrepreneur? 

Exercises 

1. An editorial writer in the Saturday Evening Post in the May 3, 1947, issue 
made the following statement: 

Instead of regarding profit as a symbol of success in a free economy, as well 
as an index to the stability of wages and other forms of income, a lot of people 
have got it into their heads that profit is something which businessmen and 
corporations extract more or less feloniously from tlie economic process. 

a. Does this statement agree with the point of view expressed by the authors 
in this chapter? Does it disagree? 

h. Do you agree \vith this statement? Why or why not? 

c. Is the writer talking about pure profits, normal profits, or residual profits? 

d. The writer defines profits as follows: “A profit is what the man who runs 
a drugstore — or the corporation which operates 15,000 filling stations has left 
over after paying wages, taxes, rent, interest, bills for raw materials, repairs, 
and other expenses.” Does this definition of profits agree with tliat given by 
the authors? If not, in what respects does it differ? 

e. Another definition given is: “Profit is the happy consequence of industry, 
good management, imagination or good luck, and it accrues to a surprisingly 
small proportion of those engaged in business ventures. Do you agree with 
this definition and its implications? Explain carefully. 

2. It has been suggested that progressive taxes be placed on profits so that 
no individual or company could earn over a certain amount or percentage of 
invested capital. 



394 


FUNDAMENTALS OF ECONOMICS 

a. What are the implications in such a suggestion as to the nature of profits? 
h. What harm would result from such a procedure? 

c. If you decided to limit profits, would you limit those profits which result 
from increased efficiency? Why or why not? 

3. Explain carefully why our system of free enterprise, instead of being 
called a profit economy, should be called a profit-and-loss economy. 
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25. Taxation 


The spectacular rise in the cost of operating governments has pushed 
taxation into the foreground as a major economic problem in almost every 
civilized country. This definitely is so in the United States, and it is a 
certainty that the economic well-being of every American will be influ- 
enced in the years ahead by. the tax policies that are adopted by our 
various layers of government. 

Many examples can be found in the United States and abroad of the 
higher cost of government. For instance, our Federal government spent 
only $725,000,000 in 1913, the last full year of peace before the outbreak 
of the First World War in Europe. In 1938, the last full year of peace 
before the Second World War, our Federal government spent $7,239,000,- 
000 or roughly ten times as much. Expenditures by our states also in- 
creased nearly tenfold in the same period, and the cost of supporting our 
local governments was about four times as great in 1938 as in 1913. 

Moreover, we see repeate.d in the period following the Second World 
War a lesson that history has demonstrated many times in the past. 
Wars step government expenditures onto a permanently higher plateau. 
There is no road back to the lower spending levels of the prewar period, 
as high as they may have seemed at the time. We saw this process after 
the First World War when Federal expenditures leveled off to $3,295,000,- 
000 in 1923, as compared with the $725,000,000 spent in 1913. It now ap- 
pears that Federal expenditures v^dll fall in the 30 to 40 billion dollars 
range in most years following the Second World War, compared >vith the 

$7,239,000,000 spent in 1938 and the $8,707,000,000 spent in 1939. It 

would appear that the Second World War may have permanentiy raised 
our Federal expenditures almost as much percentagewise as the other 

War and very much more in terms of dollars. 

Why has the cost of government risen? We already have indicated 
that war is in part responsible for the rising cost of government. Wars 
balloon national debts which must be serviced. Interest on our pubhc 
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debt in the present postwar period has been running around 5 bilhon 
dollars a year. This alone is more than was spent to operate the entire 
Federal government in any peacetime year before the middle 1930’s. 
Payments to veterans nearly always are boosted to a permanently higher 
level by a major war. The costs of maintaining a peacetime military 
establishment were spiraled skyward by wartime military inventions. In- 
deed, the cost of war does not end when the last cannon is fired. 

There are reasons other than war and its aftermath that are to a 
major degree responsible for the rising cost of government. Citizens have 
been demanding more and more services from nearly all layers of gov- 
ernment. When Adam Smith published his famous “Wealth of Nations” 
in 1776, he visualized only three main functions of government: protec- 
tion against enemies from abroad, maintenance of law and order at 
home, and the provision of certain essential public services which private 
individuals could not undertake profitably. All this and very much more 
now are requu-ed of government. Recreation, old-age pensions, protec- 
tion against the ravages of the business cycle, support of agricultural 
prices, destruction of rodents and other pests, preparation of bulletins 
on home canning, free public concerts, erosion control, and public in- 
formational services are only a few of the many new functions that now 

are demanded of government. The performance of these new services 
naturally has inflated governmental costs. 

Even a quick survey of the complex system of government that has 
been set up in the United States would easily explain why government 
costs have become so high. A recent estimate placed at more than 165,000 
the number of separate governing bodies with taxing powers in the 
United States. These included the Federal government, the states, coun- 
ties, incorporated cities and villages, townships, school districts, and a 
variety of districts established to provide special services like parks or 
sanitation. The total cost of maintaining all kinds of government in the 
United States in 1939, the year war began in Europe, was nearly 17 bil- 
lion dollars, equal to about 18 per cent of our gross national product.^ 

In the years ahead, it appears that the total cost of all government may 
hover not far below the 50 billion dollar mark. This would be a little 

^ The gross national product is the value of all goods and services produced. It is 
greater than the national income. To derive the national income from the gross 

national product, it is necessary to subtract such items as certain business taxes, 
depreciation, and depletion. 
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under 22 per cent of the 230 billion dollar rate attained for gross national 
product in the early postwar period. Unfortunately, however, gross 
national product is likely to fall considerably below this 230 billion dollar 
level in many postwar years. 

Sources of government revenue. The two principal sources of govern- 
ment revenue are taxes and loans. If a government is to remain solvent 
and does not wish to carry a large debt permanently, it must repay what 
it borrows. It can delay the repayment day by creating new loans to 
refund each old loan as it comes due. However, taxpayers must provide 
the means if loans are repaid permanently. In addition to receipts from 
loans and taxes, most governments receive at least some revenue from 
fees charged for services of direct benefit to specific persons. Some of 
these fees are for routine services, such as inspection of elevators, while 
others are for essential public-utility services usually provided by private 
companies. For example, many cities own their own power plants and 
charge for the services enough to cover costs and, in some cases, enough 
more to finance some of the other municipal services. 

We can easily see the distinction between a tax and a fee. We can 
define a tax as a compulsory payment made by an individual to govern- 
ment without any direct quid pro quo; that is, the payment is not di- 
rectly related to any service that the taxpayer receives from government. 
In the case of the fee, however, the taxpayer makes his payment and 
receives a direct service in return. The payment is directly related to 
the services; in the case of the tax, there is no such direct relationship. 
Fees are relatively unimportant in amount as compared with tiixes, but 
fees are of greater importance to cities, towms, and other local go\’em- 
ments than to tlie state or national government. 

Characteristics of a well-designed tax system. Since such large sums 
must be collected each year from taxpa>'ers, it has become of increasing 
importance that our tax system be as well designed as possible. What 
are the characteristics of a w^ell-designed tax system? A satisfactoiy- an- 
swer will give us bench marks for appraising our ow'u tax s\’stem or 
those of other nations. Some characteristics of a good tax system will be 
accepted almost without argument by eveiyone; others will call forth 
much debate. We shall name three characteristics: 

!• A well-designed tax sv'stem should provide adequate and depend- 
able revenue and be capable of yielding increased re\'enue with the 
minimum disturbance to economic life in case of emergency. It also 
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should be capable of contraction with the minimum of controversy when 
the emergency passes. A tax system capable of providing adequate and 
dependable revenue probably should include a wide variety of taxes. 
Some taxes, such as those on incomes, vary considerably in yield from 
boom to depression. Others, such as taxes on articles of consumption used 
by the masses, are much more stable in yield. 

The characteristic of adequacy and dependability would be approved 

in principle by most tax experts, but many economists would welcome 

wide fluctuations in tax yields between good and bad years. Heavy tax 

collections in boom years would cut down public spending power, these 

economists point out, and would thus reduce the danger of inflation. 

They further argue that low tax collections in years of low economic 

activity would be desirable even though the government might face 

heavy relief expenditures. Low tax collections, they contend, would leave 

more purchasing power in the hands of individuals when it was needed; 

and the reduction in taxes would not force the government to reduce 

expenditures since the government could meet its needs by borrowing. 

By spending borrowed funds, the government would actually add to the 
sum total of purchasing power. 

2 . A second characteristic of a well-designed tax system is that it is 
simple and economical to administer. It should result in the fewest pos- 
sible disputes between the government and the taxpayers. The cost of 
collecting taxes should be low, and the cost to taxpayers of complying 
with the tax laws should be moderate. 

Few individuals would argue against this characteristic of simplicity 
and economy. However, a tax system that yields as much revenue as 
ours does can hardly remain simple. The long legal battles fought over 
the definition of income indicate that some of our tax provisions are 
neither simple nor economical to administer, at least not when the cost 
to taxpayers of compliance is included. Large corporations, and even 
some wealthy individuals, must maintain a battery of accountants and 
lawyers so that they will not run afoul of the tax laws. On the other 
hand, our internal revenue department has demonstrated its eflSciency 
by handling the mechanics of tax collecting at low cost. 

3. A third characteristic of a well-designed tax system is that it should 
be fair. This characteristic naturally has stirred up much long and weary 
debate. Would the principle of fairness be served best by collecting the 
same amount of taxes from everyone since the rights of everyone as a 
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citizen are regarded as equal? Or would the interests of fairness be 
ser\'ed better by assessing a rich man at a much higher rate than a poor 
man because the rich man has a greater tax-paying ability? 

Possible principles of apportioning costs of government among 
taxpayers. Economists and taxing authorities long have given much 
attention to the criterion of fairness when considering the apportionment 
of tax burdens among taxpayers. Two general principles offer possible 
alternatives as basic policies to be followed in deciding how costs should 
be divided. We shall look at these principles separately. 

1- The first alternative would be the principle of benefits received. If 
this were adopted, there would be an attempt to allocate tax burdens on 
the basis of the benefits that individuals received from government. A 
man who was greatly benefited by the services of government would pay 
higher taxes than a man who depended on government for few services. 

This principle may seem fair at first glance, but very little thought is 
required to see how unworkable it would be. Under this principle a man 
m an insane asylum or a penitentiary who received his entire livelihood 
from government would be required to pay a high rate of taxes. On the 
other hand, a rich man who sent his children to a private school and 
who hired his own guards to protect his property would pay much less 
since he received fewer benefits than the man in tlie asylum or prison. 

The example, of course, is an exaggeration, but even under more ordinary 

« 

circumstances the benefit principle does not work in practice for an 
entire tax system. A rich man’s house may be fifty times as valuable as 
a poor man’s cottage and tlie wealthy individual, therefore, may pay 
fifty times the amount of taxes paid by his poor neighbor. Both recene 
police protection and other services from government, but it is unlikely 
that the rich man gets fifty times as much service as the poor man. 

The benefit principle may work veiy well in the case of fees assessed 
for certain special services. When a unit of government peiforms a serv'- 
ice that directly benefits one individual and is only of minor benefit, if 
at all, to the rest of the community, the person so benefited should defray 
the cost. Special assessments for improvement of streets in front of a 
specific piece of property fall in this category. 

2. A second alternative for apportioning the cost of government is the 
principle of ability to juiy. Under this principle, the criterion of fairness 
Is best achieved when the cost of maintaining gov’ennnent is borne by 
those members of the community most able to do so. In the United States 
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and in most other nations, the sums that must be collected from tax- 
payers are so vast that it is not practicable to adopt any other principle. 
Moreover, if it is not pushed to an extreme, this principle has an impor- 
tant element of fairness. However, everyone with few exceptions benefits 
from government in a democratic society and everyone should contribute 
something to its support. In an extreme form, the ability-to-pay principle 
might result in such high taxes on the able and well-to-do members of 
the community that the will of the most capable individuals to work 
or to risk their capital might be impaired. More will be said about in- 
centives later in the chapter. 

A number of versions of the ability-to-pay principle have been sug- 
gested. For example, it has been contended that the principle of equal 
sacrifice should determine the apportionment of taxes. This simply means 
that each member of the community should bear a share of the tax bur- 
den that will make his sacrifice equal to that of every other member of 
the community. Since a rich man has a greater tax-paying ability than 
a poor man, it is presumed that the wealthy man could pay more in 
taxes and still make no more sacrifice in foregone consumption than his 
less fortunate neighbor. 

The measurement of tax-paying ability offers many difiBculties. In- 
come usually is regarded as the best yardstick, but it is widely recog- 
nized that two individuals with identical incomes may have very much 
different tax-paying ability. One, for example, may have more dependents 
than the other. The ownership of property also is not necessarily a good 
yardstick. The home of one individual may be heavily mortgaged, and 
amortization charges may be costly. Identical property owned by another 
person may be clear of all debt. The property of one man may consist 
of vacant lots; that of another may be equal in dollar value but may 
consist of a very profitable apartment building. Expenditure is another 
possible criterion, but like the others it is not always a just criterion of 
tax-paying ability. A large family may be forced to spend all its income 
to stay alive, while a small family of equal income may spend only a 
portion and save the remainder. 

Despite these problems of measurement the ability-to-pay principle 
has become recognized as the fairer criterion, and income, although not 
a perfect yardstick, is regarded in most cases as a better measure of tax- 
paying ability than either property or expenditures. However, the benefit 
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principle should also be considered in apportioning some kinds of taxes. 
Moreover, it is good public policy to require everyone to contribute at 
least something to the support of government in return for the benefits 
that he receives. Everyone who pays taxes tends to have an interest in 
how the money is spent, and to that degree he is a more responsible 
citizen. 

Formulation of tax rates. The ability-to-pay principle should be an 
important factor in selecting the type of rate schedule to be employed 
in a tax system. Before we define the various kinds of rate structures, let 
us examine the mechanics of rate determination. Before ascertaining how 
high or low a particular tax must be, we need to know two things: (1) 
the amount that we must raise by this tax and (2) the tax base, or what it 
is we are going to tax and how much there is of it. In the case of an 
income tax, the base is the incomes received by residents of the tax 
jurisdiction. In the case of a real-estate tax, the base is the value of tax- 
able real estate located within the tax jurisdiction. With the amount we 
need to raise, and the base in mind, we can determine the tax rate. We 
merely divide the amount to be raised by the base. This can be expressed 
as follows; 

_ amount to be raised 

Tax rate = r 

tax base 

Several kinds of rate stmctures have been used or are being used now 
in tax systems. We shall examine the following four: 

1. Regressive. If the tax rate decreased as the base upon which an 
individual is assessed increases, a tax is said to be regressive. In other 
words, a rich man pays a lower rate than a poor man. No tax authority 
would dare, in a democratic state, to le\y an obviously regressive tax. 
However, a tax can become regressive in effect if it takes a larger per- 
centage of income from the poor than from the rich. Moreover, any tax 
system that depends largely on consumption taxes and very little on 
income taxes may easily become regressive in that the poor pay out a 
larger percentage of their incomes than the wealthy. 

2. Proportional. A tax is proportional if an individual pays the same 
rate regardless of the change in the amount of the base. Most taxes on 
property are proportional. Under a proportional tax s>'stem. a man with 
a $10,000 piece of property would be taxed just twdce as much as a man 
who had only a $5,000 piece of property. 
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3. Progressive. A tax is progressive if the rate increases as the base 
increases. Most income taxes are progressive. Thus an individual with a 
large income not only pays a greater number of dollars than an indi- 
vidual with a small income; he also is taxed at a higher rate. The income 
tax systems in most nations now are steeply progressive. For example, 
the United States income tax in 1946 began at 20 per cent with the first 
$2,000 of taxable income and mounted to 91 per cent on all income over 
$200,000, less a 5 per cent reduction in net tax. A progressive tax usually 
is justified on the basis of ability to pay. Advocates of the progressive 
income tax maintain that ability to pay increases at a faster rate than 
income. 

4. Degressive. A tax is degressive if it is progressive up to a certain 
rate and then it becomes proportional. The United States income tax is 
degressive in the sense that the basic rate in 1946 on all income over 
$200,000 a year was 91 per cent. If progression is carried far enough, a 
tax automatically becomes degressive. In one foreign country during the 
Second World War, the excess profits tax finally was raised to 100 per 
cent and, one tax oflBcial sagely remarked, ‘That is about as high as we 
can put it.” The tax had become degressive. 

How high can tax rates go? The past few decades have been trying 
ones from the standpoint of government finance. The First World War 
with its enormous outlays by most major nations was followed after a 
few years of relative prosperity by one of the most severe depressions 
that the world has ever known. Most governments were forced to spend 
large sums for economic reconstruction. On the heels of the great de- 
pression, and perhaps related in part to it, came the Second World War, 
the most expensive war in the history of the world. The cost of the war 
to the United States alone was about 350 billion dollars, or roughly ten 
times the cost of the First World War. Costs directly related to the war 
lingered on after the end of the shooting in the form of demobilization, 
payments to veterans, and help to destitute foreign peoples. Our budgets, 
as well as those of other nations, have remained high and the burden 
on taxpayers has remained high. The question naturally arises. Are there 
limits to what can be collected from taxpayers? The answer is yes. We 
find that there are limits to what the tax collector can reap from the 
people, although some of the limits are quite flexible. Let us examine 
briefly three of them: 
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1. Legal Limits. In sonic tax jurisdictions, there are legal limits to 
the amount of taxes that can be levied or the rates that can be charged. 
Such limitations are imposed on state or local governments for the most 
part and can be changed either b\’ the state legislature or by amending 
the state constitution, 

2. Political Limits. In a democratic society the taxpayers can vir- 
tually place a limit on what they will pay in taxes by expressing dis- 
approval at the polls when rates become what they regard as too high. 
In other words, there is a limit beyond which taxpayers will not go, and 
most oflBcials are keen enough to know when the ceiling is being reached. 
Such limitations are somewhat relative, however. Taxpayers may object 
violently if rates are increased by large amounts, whereas little protest 
may result if identical rates are attained through a succession of small 

advances. 

3. Economic Limits, There are certain limits above which it is not 
expedient to increase rates because of the effect that such high rates 
would have on taxpayer morale. In some cases, a low tax rate will yield 
more revenue than a high one because of the spur given to economic 
activity by low rates and the brake applied by high rates. The absolute 
economic limit to a tax rate would be that rate which took everything 
but a bare living from taxpayers. However, the practical limit would be 
reached long before such a crushing burden was imposed. Any rate that 
encroaches seriously on the taxpayers' accustomed standard of living 
obviously is near the economic limit. 

These three limitations, although very real, are quite flexible. In the 
case of the political and economic ceilings, they automatically rise in 
times of national emergency such as a war, when it is regarded as 
patriotic to pay taxes. Moreover, the limit to tax-paying capacity depends 
in large measure on how the government spends the money it collects. 
The ceiling will be high if government expenditures are useful, produc- 
tive, and flow quickly back into the income stream. On the other hand, 
the ceiling will be low if government expenditures are wasteful or add 
little to the level of incomes. 

Quostion of incentives. Since we have seen that tax rates apparently 
must remain high if governments are to meet all their obligations, the 
question of incentives becomes of great importance. Tax rates must not 
be so high or so unfair that the will to work is hindered. Large incomes 
must not be so completely taken by the tax collector that the taxpayer 
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regards it as useless to expend the effort required to earn a large income. 

The starting of new business enterprises entails risk, and tax rates must 

not be so high that there is no opportunity for large profits even if an 

enterprise is highly successful. On the other hand, large sums must be 

raised in taxes and individuals with large incomes have greater tax- 

paying capacity as a rule than those with small incomes. The problem is 
not an easy one. 

Some careful thinkers point out that the free-enterprise system de- 
pends on the efforts and willingness to venture of millions of individuals. 
They say that steeply progressive income taxes are a threat to the free- 
enterprise system because they take away the rewards of effort, initia- 
tive, and risk. Certainly, the tax system in a free-enterprise system like 

the American economy should be designed to encourage individuals to 
work, produce, and assume risks. 

Other sincere students maintain that the problem of progressive taxes 
is not serious even in a free-enterprise system because of the importance 
of nonpecuniary incentives. It is argued that a person’s work or his busi- 
ness has many of the elements of a sport or game. We find fun in our 
work or in running a business. Advocates of this view say that such non- 
financial rewards will keep us at work even if we have to pay high taxes. 

These conflicting arguments are not easy to resolve. Certainly taxes 
could conceivably be raised high enough to destroy incentives. In fact 
it seems probable that tax rates as high as those that prevailed during 
the war years would seriously impair risk taking and effort in normal 
peace years. However, there is no reason to beheve that the progressive 
income tax, or any other kind of progressive tax, will impair incentives 
if the rates remain within the bounds of what taxpayers regard as fair 
and reasonable. The principle of progression in itself has been accepted 
by taxpayers all over the world. 

Taxes for nonfiscal purposes. So far we have discussed taxes in terms 
of the revenue that a government requires to meet its expenses. Taxes 
have been assessed many times in the past for nonfiscal purposes. For 
example, one Russian czar thought the cause of cleanliness should be 
encouraged so he placed a tax on beards. Even now some nations seek 
to encourage matrimony by levying special taxes on bachelors. In many 
nations tariff duties are assessed, not with the objective of raising rev- 
enue, but to keep foreign goods from being imported. Highly progressive 
income tax rates sometimes are encouraged on the grounds that they 
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equalize incomes. This result is regarded by some as desirable. High 
death duties also are sometimes justified on the grounds that it is in 
the public interest to break up large estates rather than to let them grow 
as tliey are passed down from generation to generation. 

When taxes are levied for nonfiscal purposes, the results are not always 
desirable. In the case of protective tariffs, some industries benefit by the 
reduced competition from foreign producers. On the other hand, con- 
sumers may have to pay higher prices for domestic products. Similar 
controversies might be cited in other cases where taxes are levied for 
nonrevenue purposes. Some such taxes may, indeed, be justified, but 
they should be levied only when there is general agreement that the end 
sought is a desirable one. 

Kinds of taxes. Before we examine the tax systems of our national, 
state, and local governments, we shall consider briefly some of tlie differ- 
ent kinds of taxes that have been used to produce revenue for govern- 
ments. Any student of . taxation is struck by the ingenuity of man in the 
multitude and variety of taxes that he has been able to devise. Almost 
everything we eat, wear, use, owm, or earn bears a share of tlie tax 
burden whether we realize it or not. In some cases we know that we 
are being taxed because we get a bill from the tax collector. In other 
cases we do not know that we are paying a tax because it is included in 
the purchase price of something we buy. Certain kinds of taxes have 
come to be of special importance. Let us examine several that are bul- 
warks of our revenue system. 

1. Income Taxes, In this type of tax, the base is income. Most income 
taxes in the United States, as well as other countries, are net income 
taxes. This means that certain deductions and allowances from gross or 
total income are permitted before tlie tax is computed. The cost of pro- 
ducing income usually is deductible, but the question of what constitutes 
cost often results in disputes between tlie taxpaj'er and tJie revenue col- 
lector. Moreover, certain kinds of income are not taxable. Before tax 
rates are applied, net income must be cstablislied. If the income tax is 
progressive, the income is divided into brackets and higher rates appl>' 
for each bracket up the scale. 

As We already have indicated, income is one of the best yardsticks of 
f*ix-paying ability. Correlation, however, is not perfect because different 
taxpayers have different personal problems. In the long run all tax 
revenue has to come from someone's income. From the standpoint of 
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the government, heavy dependence on income taxes may mean wide 
fluctuations in revenues. We have pointed out, however, that some stu- 
dents of taxation would regard wide fluctuations in tax collections from 
boom to depression as desirable. This would be true only if a govern- 
ment had almost unlimited borrowing power at its command. 

2, Excise Taxes. Excises are taxes levied on the value of a domestic 
commodity or at a certain specified amount per unit of the commodity. 
They are rather painless to the taxpayer in the sense that he does not 
know he is paying them because the tax is included in the purchase price. 
Many of the commodities that we buy bear excise taxes. Among the 
articles of mass consumption heavily taxed in this manner are liquor, 
gasoline, and tobacco. In some cases, we do realize that we are paying 
such taxes because that fact is pointed out to us. For example, on every 
gasoline pump the price per gallon is broken down into the price of the 
gasohne and the amount of the tax. Few motorists, however, appear to 
give much thought to the matter. They are interested in the net cost of 
the gasoline. If they thought the matter over carefully, they might be 
more insistent on having gasoline taxes go entirely for highways and 
other motoring aids, and they might object to having them siphoned off 
for other governmental purposes. 

Excise taxes sometimes are criticized on the grounds that they make 
the poor man pay out a larger percentage of his income than the rich 
man. This contention is made even though every purchaser of a par- 
ticular unit of a good pays the same amount of tax. It should not be 
overlooked, however, that different commodities bear excise taxes at dif- 
ferent rates, and that luxuries often are taxed at higher rates than neces- 
sities. Excises often are defended on the grounds that they require con- 
tribution to the upkeep of government by persons who might otherwise 
escape all taxation. 

3. Tariffs. Tariffs are a form of tax collected when goods are im- 
ported. As we pointed out in Chap. 19 on International Trade, tariffs 
designed to produce revenue would be low enough not to impede the 
importation of goods. Some commodities can stand higher tariff rates 

4 

than others, however, and rates in the tariff schedules of any nation 
usually vary over a wide range. Protective tariffs are tariflfe that are pur- 
posely set so high that foreign goods cannot easily be imported and sold 
in competition with domestic goods. 
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4. Sales Taxes. Most United States sales taxes are levied by the states 
and are retail sales taxes. Thus they are taxes levied at the time of final 
sale and are based on the retail selling price. If commodities are taxed 
both at the wholesale and retail level, we use the term ‘‘general” sales 
tax. In some foreign countries there are manufacturers' sales taxes, levied 
when goods first pass from the manufacturer to the distributor. 

Sales taxes usually apply to tangible property. However, a gross re- 
ceipts tax includes all the items covered by a general sales tax as well 
as income from personal and professional services. 

A sales tax is similar to an excise tax in the sense that it is levied on 
a commodity offered for sale. Excise taxes, however, often are levied on 
a per unit basis instead of a price basis, whereas a sales tax is always 
a percentage of the price. Moreover, the rates of excises are different 
for different commodities, and the amount of the tax is incorporated in 
the purchase price by the time the article reaches tlie consumer. On tlie 
other hand, a sales tax usually is assessed at a uniform rate for all com- 
modities and is pyramided on top of the selling price. Sales taxes often 
are criticized on the grounds that they take a higher percentage of in- 
come from the poor than from the wealthy. They are defended because 
they are dependable revenue producers. They also are defended on the 
grounds that they relate the payment of taxes to the amount of spending. 
An individual who spends recklessly has to pay more in taxes than a 
frugal person. 

5. Property Taxes. The property tax, bulwark of local governments, 
is a tax on wealth. A general property tax would be a tax on all wealth, 
tangible and intangible, including both real estate and personal prop- 
erty. Personal property consists of such tangible items as merchandise, 
furniture, automobiles, and books; and also such intangibles as mort- 
gages. stocks, bonds, money, and bank accounts. In a number of areas 
personal property is not taxed, and the property tax thus becomes solely 
a real-estate tax levied on land and on such impro\'ements on land as 
industrial buildings, commercial buildings, and residences. 

The property tax has been widely criticized on many grounds. Some 
contend that property is a poor measure of tax-paying ability since much 
property, such as a home or vacant lot, does not produce income. More- 
^'^er, it is contended that the property tax does not reach individuals 
who, although they own no property, possess much tax-paying ability 
because of skills and competence to render hi^ly remunerative serv- 



408 


FUNDAMENTALS OF ECONOMICS 

ices. In addition, it often has been demonstrated that heavy dependence 
on property taxes may result in inequality of the tax burden which must 
be home by individuals residing in different tax districts. This is due 
to the unequal distribution of valuable property as between different 
taxing districts. It also is due to different assessment practices. 

Other Taxes. Many other kinds of taxes are collected in the United 
States and elsewhere. Some of these will be mentioned in our discussion 
o state and local tax systems. Among important sources of revenue in 
some localities are taxes on motor vehicles, and severance taxes on nat- 
ural resources such as the tax in many states and nations on petroleum 
when It flows from the wells. Other taxes, which sometimes yield sub- 
stantial revenue, include special license fees, various types of business 

taxes, taxes on admissions, and special assessments. The tax collector 
has no dearth of things to tax. 

Fiscal systems of national, state, and local governments. The Federal 

government has been relying to an increasing extent on income taxes. 

Personal income taxes are levied on the incomes of individuals. Incomes 

of corporations are taxed at a different scale of rates. At the present time 

about two-thirds of total Federal tax collections come from income taxes. 

Just before the Second World War only 35 to 40 per cent of total rev- 
enues was from this source. 

Excise taxes and custom duties were long the mainstays of the Federal 
fiscal system, but they have been decreasing in importance. Before the 
First World War they contributed 85 per cent of total tax revenue. Ex- 
cises alone contributed 40 per cent. Even in the late 1930s they con- 
tributed about one-third. Now they yield only about 15 per cent There 
are numerous other sources of Federal revenues, for example, estate, 
gift, and employment taxes. 

State governments have devised an imposing list of taxes in an at- 
tempt to swing away from dependence on property taxes, which for- 
merly were an important source of revenue. More and more states are 
leaving the property tax for the support of local governments, although 
this tax still provides substantial sums for some states. Among the im- 
portant sources of income for states are sales taxes, income taxes, in- 
heritance taxes, and motor-vehicle taxes. Taxes on alcoholic beverages 
and tobacco are also important, and business license fees are income 
producers in some states. Grants h*om the Federal government are still 
another source of income. 
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A study of the sources of income for diflFerent states indicates a wide 
divergence in major sources of revenue. Some states rely heavily on a 
particular tax. As an example, Illinois obtained nearly 40 per cent of its 
total income from the retailers’ occupation tax in a recent year. Some 
states find that severance taxes, levied on natural resources such as 
metals and petroleum, are important. For example, petroleum flowing 
from Te.xas oil wells has provided large revenues for that state. 

We can classify the income of local governments, which include 
counties, cities, towns, and all otlier local units, into four groups: (1) 
taxes, (2) aid received from the state or Federal government, (3) charges 
for services, and (4) miscellaneous income. The bulwark of income for 
local governments is tlie property tax. This tax provides around 70 per 
cent of the total income of local governments and in excess of 85 per cent 
of all tax revenues. Some units of local government receive nearly all 
their income from this tax. 


License fees and permits are another source of tax income, particu- 
larly for municipal governments. Some cities have levied sales taxes and 
several, including Philadelphia, have income taxes. Amusement taxes, 
taxes on hotel rooms, cigarette taxes, taxes on taxicabs, alcoholic bever- 
ages taxes and many others have been levied by hard-pressed cities where 
property tax revenue has proved inadequate. 

Grants from other layers of government and shares of taxes collected 
by higher layers of government have been consequential for local go\'- 
emments. Grants may be made from a state to a count)'^ or city to aid 
schools. Grants may be made for upkeep of arterial streets traversed by 
state highways. Local governments have received aid from higher units 
for public welfare. 

Local governments also receive income from the charges they make 
for various services. Examples are recording of documents and inspec- 
tion fees. Fines also provide income. Recently, charges ha\e been 
made by some hard-pressed cities for such essential services as garbage 
collection. Cities also have many miscellaneous sources of revenue. Some, 
for example, have recently found that parking meters provided needed 
income. Others own various municipal enterprises such as golf courses. 
Others own their own public utilities which sometimes provide income 
for other governmental functions. Some receive a portion of the gross 

revenues of utilities. 
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S^hifting and incidence of taxes. Frequently the individual or business 
firm on whom a tax is levied is not the one who ultimately pays it Ue 
X may be passed on to someone else in the foim of a higher price 

shS ire " ^-d ■ 

h fted. The meidence of a tax is its final resting place. Thus, if a tax 

the forl°o7 it along to the consumer in 

Ae form of a higher price, we say the incidence is on the consumer. 

^is IS toe despite the fact that the government levying the tax may 

have collected it from the manufacturer. . 

Federal debt. The national debt of the United States has been pushed 
up after each of the five major wars in which the nation has engaged. 
Each time up to the Second World War the debt has been nearly paid 
oflF or very sharply reduced. However, the huge debt created by that 

Vu Sross public debt 

was 43 billion dollars. In early 1946 it was approximately 279 billion. 

This rise was directly related to the Second World War, during which 

on y 46 per cent of the required revenue was raised by taxes, the re- 

rnamder coming from borrowing. Despite the fact that less than half of 

the war was financed through tax collections, our showing in this regard 

was better than in the preceding war when only 28 per cent of the cost 
was met by taxes. 


The fact that our public debt has become so large raises questions 
Aat are not easy to answer. We might ask, How can we pay back the 
debt with the least amount of burden on the taxpayers? How rapidly 
should we try to repay it? Should we even tiy to reduce it? Who should 
hold the bonds-individuals, banks, insurance companies, etc.-if we are 
to carry the huge debt with the least amount of burden? Much differ- 
ence of opinion usually develops when such questions are raised. Obvi- 
ously, to extinguish the debt would take many years under any con- 
ceivable schedule of repayment. Even if we could pay 5 billion dollars 
a year, more than half a century would be needed. Moreover, we can 
be quite sure that the U. S. govenjment will not operate in the black 
every year. The black figures in the fiscal year 1947 were the first since 
1930. In every intervening year, the government spent more than it took 
in and the debt climbed. It seems more probable that, if we repay the 
debt at all, a long period of time will be required. 

As a matter of fact, the history of public debts shows that they rarely 
are paid off. Our experience has been better than that of most nations. 
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Altliough Great Britain long was regarded as a pillar of financial recti- 
tude, the British have done no better than whittle away at their debt 
behveen wars or periods of financial strain. Their debt from the Napo- 
leonic wars, for example, was never paid off or even sharply reduced. 
In Great Britain and in other solvent nations, individual bondholders 
get their money back when their issues fall due, but the money is 
obtained from other lenders. Unfortunately, there have been many 
examples in the history of public debts where governments have re- 
pudiated their obligations. 

During a period of rapid growth, a nation often finds its public debt 
to be a decreasing burden even though the amount remains the same 
or rises at a lesser rate than population, income, and wealth. This was 
the experience of the British during the nineteenth century. The prob- 
lem becomes more serious when the increase of the debt outstrips a 
nation*s wealth and income. 

The argument often is advanced that the size of a debt makes no 
difference when it is held internally. Our Federal debt is an internal 
one since almost all United States securities are owned by our citizens. 
Those who make such a contention say that when a debt is internally 
held we owe it to ourselves. They argue that we merely collect taxes 
from our people and pay the money back to them when we disburse 
interest on the debt or redeem bonds. This is compared to taking money 
out of one pocket and putting it in another. 

This point of view neglects the fact that we rarely collect taxes from 
individuals, banks, insurance companies, and others in the same ratio 
that they hold government securities. Taxes collected for debt ser\ice 
fiom low-income groups often increase the already unequal distribution 
of wealth, since most of the bonds are owned by upper income groups, 
or by banks and other institutions. In addition, the strains, threat to 
incentives, and annoyances resulting from high taxes for debt service 
may be quite important. 

Summary 

% 

In this chapter wo have noted that the cost of government has been rising. 

A big share of the responsibility was attributed to the costly wars in which 
the nation has engaged. Another very important reason, howexTr. is the in- 
crease in the seivices that the citizens are demanding from nearly all la>'ers of 
Rovemment. We have indicated also some of the fundamental principles of 
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taxation, such as rate determination, allocation of tax burden, and the char- 
acteristics of a good tax system. We have explained the principal kinds of 
taxes and noted the kinds of taxes that have proved to be important revenue 
producers for various layers of government. We have also pointed out that the 
individual upon whom a tax is levied does not always bear the burden. 
Frequently, the tax is shifted to someone else. Finally, we noted the rise in 
the public debt and the relation of this rise to the Second World War. 

Study Questions 

1. Why has the cost of government risen in die United States? 

2. What are the two principal sources of government revenue? 

3. Define a tax. 

4. What is the distinction between a tax and a fee? 

5. What are the characteristics of a well-designed tax system? 

6. State several principles that have been proposed for apportioning tax 
burdens among individuals. 

7. What do we mean by a tax rate? How are tax rates formulated? 

8. Define each of the three types of tax-rate structures described in this 
chapter. 

9. What are some of the factors that tend to keep tax rates from rising 
beyond certain limits? 

10. Why does the question of incentives become important in considering 
tax rates? 

1 

11. What are some of the possible objectives when taxes are levied for 
nonfiscal purposes? 

12. What do we mean by a sales tax? What are some of the different kinds 
of sales taxes? 

13. What do we mean by a net income tax? 

14. Distinguish between an excise tax, a sales tax, and a tariff. 

15. Define a general property tax. 

16. Summarize the principal sources of revenue for national, state, and local 
governments. 

17. What is meant by the shifting and incidence of taxes? 
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Exercises 

1. Assume that a certain government depends entirely on the property tax. 
Assessed valuation in its jurisdiction totals $55,000,000. The local government 
needs to raise $4,500,000. What must the tax rate be? 

2. Suppose that the following distribution of average taxable income, 
average taxable property, and average annual expenditure prevails in a 
community : 


Percentage., 

families 

Average 

taxable 

income 

Average 

taxable 

property 

Average 

annual 

expenditures 

48 

$ 2,000 

% 500 

$ 1,900 

32 

4.000 

3,500 

3.600 

12 

6.000 

7,000 

5.200 

8 

10.000 

9.000 

7,500 


The income tax rates in effect are as follows: 

0 % on first $2,000 
20% on next 2,000 
35% on next 2,000 
42% on next 4,000 

Property is taxed at a rate of $3 per $100 of property. The community has a 
2 per cent general sales tiix which covers all consumer expenditures. Is the tax 
system of this community regressive, proportional, or progressive? Prove yt)ur 

answer. 

3. Of the kinds of taxes described in the chapter, which do you regiird as 
most desirable in a country where (a) great inequality of incomes and wealth 
prevails, (b) incomes and wealth are distributed about equally? Have argu- 
ments ready to defend your answer. 
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26. Labor Organization 


Organized labor is an integral part of the modem free-enterprise system, 
no less so than the factory, the corporate %rm of business organization, 
or financial institutions; and today organized labor plays a more impor- 
tant part in the economic process than ever before. The purpose of the 
present chapter is to give a brief description of the labor movement in 
the United States and to show how it has modified the way in which 
our economy operates. 

Development of labor organization in the United States. The first 
attempts of labor to organize in the United States occurred late in the 
eighteenth century in certain of the skilled trades. In some cases the 
workers organized solely to carry on a strike and disbanded as soon as 
the strike was over; in other cases, however, workers organized trade- 
unions on a more permanent basis. 

The members of these early unions were handicraft tradesmen like 
shipwrights, carpenters, shoemakers, and tailors. They had not yet been 
affected by the industrial revolution and the machine. However, as tlie 
centers of trade and industry grew, these workmen came in contact with 
one another in constantly increasing numbers, and they soon saw the 
possibilities of improving their situation by joint action. 

Once the labor movement had become established in this country, it 
continued to grow but in a rather sporadic fashion. In periods of pros- 
perity new unions would be established and their membership and in- 
fluence would increase, but in periods of depression membership would 
decline and sometimes the unions themseK-es would disappear. Never- 
theless, as the nineteenth century progressed, labor became an increas- 
ingly important factor in the economic life of the country. For the most 
part, however, the success of the labor mo%’ement was confined to w’ork- 
^>■8 in the skilled trades. Even well into the twentieth century after the 
United States had become the greatest industrial country to the wwld, 
Iho vast maiority of workers in our factc»ie« and mines were sdM 
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unorganized. Only in very recent years have the workers in our great 

mass-production industries, like steel and automobiles, been brought into 
the ranks of organized labor. 

The first permanent trade-unions on a national scale were formed in 
the decade just preceding the Civil War. However, attempts to achieve 
national unity of the labor movement as a whole had no marked degree 
of success until after the formation of the Knights of Labor. This or- 
ganization attempted to bring together all types of unions and all types 
of workers, and in 1886 at the height of its success it had reached a 
membership of over 700,00(^ Many craft unions were affiliated with it, 
but It also included general labor unions which admitted to membership 
all workers regardless of occupation or skill. For a short time its power 
and prestige were great, but after 1886 it declined very rapidly. One of 
Its weaknesses was the attempt to bring together in the same unions 
both skilled and unskilled workers, as well as workers from a variety of 

industries. Such groups did not have enough interests in common to 
enable them to survive. 

The American Federation of Labor, organized in 1886, achieved a 
much more permanent success than the Knights of Labor. The AFL is 
primarily an associatibn of trade or craft unions. After the decline of 
the Knights of Labor it became, and for many years remained, our one 
great national labor federation; but today it has a strong rival in the 
Congress of Industrial Organizations, or CIO. 

The CIO, in its early stages known as the Committee for Industrial 
Organization, grew out of a dispute at the 1935 convention of the AFL. 
Many union leaders, including John L. Lewis of the United Mine Work- 
ers, felt that the mass-production industries, like steel and automobiles, 
could be organized only by bringing all the workers in each industry, 
regardless of the kind of work performed, into a single union. Such an 
organization is called an industrial union, and it differs radically in prin- 
ciple from the craft unions which is open only to the members of a cer- 
tain skilled trade, for example, carpenters or machinists. However, the 
majority of the unions belonging to the AFL were organized on the 
craft principle, and they were opposed to organizing the mass-produc- 
tion industries on an industrial basis. They wanted to bring the skilled 
workers in these industries into their own ranks. 

A strong minority at the AFL convention insisted that organization of 
the mass-production industries on a craft basis was wholly impractical. 
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and they urged that the AFL undertake a vigorous campaign to organize 
these industries on an industrial basis. Since the majority opposed this 
bitterly, a long controversy resulted; and after the convention the repre- 
sentatives of an important group of national unions formed the Com- 
mittee for Industrial Organization. Later this group, under the leader- 
ship of John L. Lewis, broke off all relations with the AFL and organized 
on a permanent basis as the Congress of Industrial Organizations. The 
CIO has had astonishing success in creating strong industrial unions, 
especially in steel and automobiles. Today it rivals the parent AFL 
in membership, and both groups have grown tremendously. 

In addition to the unions affiliated with either the AFL or the CIO 
there are a number of important independent unions. Most notable of 
these are the “big four” railroad brotherhoods-the engineers, the fire- 
men, the conductors, and the trainmen. 

As has been noted, until recent years organized labor has included a 
very small minority of American workers. At the low point of the depres- 
sion, in 1933, the total membership of all labor unions in tliis country 
was estimated at less than 3 million. However, business recovery and 
favorable New Deal legislation soon brought a great increase, so that b>' 
1937 it was estimated that total union membership exceeded 7 million, 
but the Second World War and the early postwar prosperiU- pro\ ed an 
even greater stimulus. As a result, organized labor reached an all-time 
peak in both power and numbers with a probable union membership of 

close to 15 million. 

Reasons for the development and growth of labor unions. Before the 
industrial revolution, production was carried on by handicraft methods 
in small home shops, and the typical handicraft worker was an inde- 
pendent businessman. There were, to be sure, apprentices ^^ho were 
learning the trade and also some journeymen who worked for wages, 
but most of these apprentices and journeymen expected sooner or later 

to go into business for themselves. 

The industrial revolution brt)ught a great change in the situation. In 
order to use power-operated machiner>\ it was necessaiy to build a 
factory, and a factory represented a large iinestment and required a 
great number of workers. The result was that the new factories came to 
be owned by a relatively small group of wealthy capitalists, while the 
otdinary worker ceased to be a businessman and l>ecame merely a w age 
earner. Gradually the distinction bt'tween the ownm of industr\ on ^ 
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one hand and the workers on the other became more firmly established; 
and as the typical factory or mill increased in size, the individual worker 
became increasingly aware of his relative unimportance and helplessness. 
For the worker the remedy for this situation lay in organization. By 
uniting with his fellow workers he could deal with his employer on 
something like equal terms, and thereby achieve a greater degree of 
security and self-respect. 

The effect that organization had on the morale of the worker and on 
his whole attitude toward life is often overlooked or minimized by those 
who study the labor movement from the outside or from the viewpoint 
of the employer; but it has been testified to by workers time after time 
in the most convincing terms. Many a coal miner, for example, has de- 
scribed the difference between a nonunion and a union mining com- 
munity as like the difference between black and white. The unionized 
workers have a sense of confidence and self-respect which they say 
transforms the entire life of the community. 

Among the particular objectives that induce workers to organize, 
higher wages and shorter hours take a prominent place. Another im- 
portant objective is better working conditions. Working conditions cover 
a great variety of specific matters. In addition to provisions for health 
and sanitation they include such things as discipline, facilities for eating 
lunch, and opportunities for rest and recreation. Still another factor of 
importance in inducing workers to organize is security. Included under 
security are protection against being dismissed for no good reason; 
seniority rights that give preference for employment or for promotion; 
and pension and disability rights. Last, but not always least as an incen- 
tive for unionization, is the possibility of bringing political pressure and 
obtaining the passage of legislation favorable to workers. 

One factor that should not be overlooked in discussing the reasons for 
the growth of the labor movement is the influence of the spread of free 
public school education. Before the nineteenth century the common 
workingman had little influence either on government or his own position 
in society; and one of the principal reasons for this was his almost com- 
plete ignorance of everything outside of his own narrow experience. 
When workers were taught to read and write, and when later some even 
went to high school and college, all this was changed. For the first time 
it became possible for large numbers of workers to understand their 
economic position, to communicate freely with one another, and to 
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organize to protect their common interests. Organized labor has recog- 
nized the advantages that public schools confer on the workingman, and 
it has generally given strong support to efforts to extend free schooling 
to the college and university level. 

Structure of organized labor. Although unions vary considerably in 
structure and the way in which they are controlled, most of them ha\e 
certain features in common. The basic structural unit of either a craft 
or an industrial union is the local. In tlie case of smaller communities, 
the local may consist of all the workers in a craft or industry in a gi\en 
town or county. In large cities, howexer, such an organization would be 
unwieldy; and therefore separate locals are tormed among tlie woikers 
living in a certain section of the city or among those empivned in a 
certain plant. Where a union has a number of locals in the same area, 
cooperation is secured by the formation ot a ilistru t coutu il. 

Although the local is the basic structural unit of organized labor, tht 
center of power is usually found in the fuitic^nal imicn.' Kvamplrs of 
national unions are the Brotherhootl of Lo<,'(»moti\ e f iigineers. the t rnted 
Mine Workers, and the International Ladies (iannent Workers Oiig 
inally, national unions were onl\ l(»ose tetU iations but av the aib antages 
of united action became apparent, the kKaU gradualK rt'lm*|uishe<.l to 
thiMU iiiore and more poxxt r. TtHlay, as a pile the n.itional nnani makes 
the rules and regulations lt\ which the kK.ds must abule nation*tl 

union also cx)htrols strike, disabilitx . and oth< * benefit funds and these 
institute its most effeetise means of txmtvolling the knais. A thieat to 
withhold hem fits is usnalK most . ffestise in iiuhu ing \iK»\s to sulwut 

to the authority of the national. 

A geru’ru/ federation i« a ccsmhmatiou *»f different craft oi mduartriAl 
unioiu for the puri>OM‘ of fuilherin*. the n omuuhm. mten sts I .•drTaUosis 

may he either loi'al or imtuuusl. \ local f.'ch^iafiow w ofU'n 
<vntrW. The two gieat national fedeiaticttn liase alre ads n wentsuued 
tlw' CIO ami the AKl* Kixh^atioitt are sokuiUrv wbai-b 

Iwv'e little nuitrvU nxt't then w»eaahi< lawfcwv Thr'> caisMO* c»U i*nLa« 

ami their iirffmnoe ami |>crati«Cr 

the riatisitijd \ior n't that are aJbha^esi with theaa 
atthrr lha CIO ut the AK- «re knm 
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Collective bargaining. Most of the objectives that unions seek can he 
obtained only through deahng with employers. When the representatives 
of an organized group of workers meet with an employer and attempt 
to secure an agreement concerning hours, wages, or other conditions of 
work, the resulting negotiations are called collective bargaining. 

If an employer and the representatives of a union cannot reach a direct 

agreement on the points at issue in a dispute, they may call in some 

prominent and impartial citizen to give them advice and counsel. This 

method of seeking a settlement is called mediation. If they still find it 

impossible to reach a settlement, they may then agree to submit their 

dispute to arbitration. In this case they select a mutually satisfactory 

arbitrator and agree to abide by his decision; or they may set up a 

special board of arbitration or call in a government board already 
established. 

Once the points at issue have been settled, a written agreement is 

drawn up specifying the obligations of both employer and employees. 

Usually such an agreement, or contract, runs for a definite period of time, 

and often it is subject to renegotiation if either party gives a certain 
number of days* notice. 

Weapons of organized labor. The principal weapons of organized 
labor are the strike and the boycott. A strike is a mass stoppage of work, 
while a boycott is a mass refusal to trade with an employer. In the early 
days of the labor movement courts frequently held that it was illegal for 
workers to organize for the purpose of carrying on strikes or boycotts. 
Strikes and boycotts were held to be in restraint of trade, and therefore 
they were illegal under the common law. Furthermore, under the com- 
mon law, for a group of people to cooperate in carrying out an illegal 
purpose constituted criminal conspiracy. Today, however, the right of 
workers to organize and to enforce their demands by peaceful strikes or 
boycotts is firmly established, provided their objectives are such ‘legiti- 
mate ones as higher wages, shorter hours, or better working conditions. 

Generally the courts make a distinction between primary and secondary 
boycotts. Primary boycotts involve only a refusal of the workers them- 
selves to buy from an employer with whom they have a dispute. 
Secondary boycotts involve third persons who are not parties to the 
disagreement in question. In a secondary boycott the union, for example, 
boycotts other firms who sell the goods of an employer involved in a 
labor dispute or who carry on business relations of any kind with him. 
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A union often attempts to increase the effectiveness of both strikes and 
boycotts by picketing, that is, by having union members stand outside a 
place of business to urge nonstriking workers to join the strike or to urge 
customers not to buy goods. Picketing is generally legal when it is peace- 
ful and when it does not involve keeping workers or customers out of an 
establishment by force or threats. 

In rare cases, organized labor has resorted to sabotage, that is, to the 
destruction of machinery or materials in ways that are diflBcult to dis- 
cover. This represents one of the most vicious types of industrial warfare 
and exposes the perpetrators of the acts, if caught and convicted, to the 
full penalties of the law. 

The company union versus the independent union. A company union 
is a union limited to the workers for a given firm. Usually the officers of 
a company union are elected from among the employees themselves and 
devote only part of their time to work for the union. An independent 
union, unlike a company union, is controlled entirely by the workers 
themselves and not by the employer. In negotiations it is represented by 
officials who work full time for the union and who therefore are not 
dependent on the employer for their job. 

Organized labor generally is opposed to company unions. It believes 
lhat only an independent union can really protect the rights of the 
workers. 

The closed versus the open shop. A closed shop is a plant in which, 
by agreement between the union and the company, only union men are 
employed. As a rule unemployed union men are given preference for 
jobs, but in case a nonunion man should be hired he must join the union 

once. An open shop is a plant that employs both union and nonunion 
men. Unions naturally seek to obtain a closed-shop agreement, because 
such an arrangement increases their prestige, their financial strength, 
and their bargaining power. Employers, on the other hand, are likely to 
oi^pose tile closed shop because they wish to keep the pow er of organized 
labor within limits. Many people who ha\e no direct interest in labor 
controversies also oppose the closed shop because they belie\’e that 
requiring a man to join a union in order to get a job is an infringement 
of personal liberties. 

The closed shop is often combined v^ith the checkoff. Under diis 
arrangement the company automatically deducts the union dues of each 
Worker from his wages, and turns the sums deducted os-er to the union. 
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The closed shop and the checkoflF combined contribute substantially to 
what is sometimes called ‘‘union security/' 

The union shop is a compromise between the closed shop and the 
open shop. Under this plan nonunion workers may be employed, but 
such workers must join the union within a specified period of time. 

Antiunion activities of employers. In their attempts to deal with unions 
or to prevent organization of their workers, employers have resorted to 
various devices. The lockout corresponds to the strike. Instead of the 
employees stopping work in order to enforce their demands, the employer 
shuts down the plant in order to enforce his demands. Tlie black list is a 
list of the employees who have been obnoxious to the employer because 
of their prominence in union activities. Such a list is passed from one 
employer to another, so that those on it have difiBculty in getting jobs 
anywhere in the industry. The yellow-dog contract is an agreement 
signed by an employee when he takes a job to the effect that he does not 
belong to a union and will not join one during the period of his employ- 
ment. Other methods used sometimes in the past by employers to fight 
unions include discharging active union workers, bringing in strike- 
breakers, and obtaining court injunctions against strikes, boycotts, or 
other union activities. 

Norris— La Guardia Act. Organized labor has always resented the use, 
by employers, of court injunctions against what labor regards as legiti- 
mate weapons for enforcing its demands. It has alleged that the courts 
have, as a rule, been prejudiced in favor of employers. Sometimes an 
employer would succeed in getting a temporary injunction against a 
strike or boycott, and hearings on the injunction would drag out for 
weeks or months. Meanwhile the union involved would be powerless to 
act at a strategic time. 

The Norris-La Guardia Act was passed in 1932 just as the great de- 
pression was reaching its worst stage, and it was generally regarded as 
a great victory of labor. It has substantially reduced the use of the in- 
junction in labor disputes. Its most important provisions are in Section 4, 
which lists a number of acts of workers that Federal courts may not 
prohibit by injunction. These acts are as follows: 

1. Stopping work. 

2. Joining a union, regardless of any yellow-dog contract. 

3. Paying benefits to strikers. 
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4. Aiding strikers to defend themselves in court. 

5. Publicizing, without fraud or violence, tlie facts of a labor dispute. 

6. Assembling peaceably to promote labor interests in a dispute. 

7. Notifying any person of the intention to do any of the things men- 
tioned. 

8. Agreeing w'ith others to do any of these things. 

9. Inducing others to engage in the above acts, even though they have 
promised not to. 

Labor under the New Deal. No president was ever more in sympathy 
with labor than Franklin D. Roosevelt, and under his administration 
organized labor increased greatly in numbers ^nd in economic and 
political power. A good part of the advances made by labor under tlie 
New Deal can be attributed to a single piece of legislation, the National 
Labor Relations Act, often referred to as the Wagner Act. Partisans of 
labor frequently call this act the Magna Charta of the labor movement. 

The National Labor Relations Act was passed in July, 1935, It was 
designed to protect workers in their right to organize, and also to en- 
courage collective bargaining between unions and employers. Employers 
were prohibited from engaging in certain unfair practices. These for- 
bidden practices included (1) interfering with the rights of employees 
to form independent unions, or to bargain collectiv'ely, (2) discriminating 
against employees for union membership or union activities, (3) con- 
trolling or supporting a union, financially or otherwise, and (4) refusing 
to bargain collectively. In addition the act provided for a NaHonal Labor 
Relations Board to administer its provisions. The board had power to 
investigate disputes, to settle disputes, to issue orders to employers, and 
to hold elections to determine which of bvo or more rival unions should 
be recognized as the bargaining agent for the workers in a given plant. 
If necessary, the board could appeal to the Federal courts to enforce its 
decisions. 

Another piece of New Deal labor legislation of considerable importance 
is the Fair Labor Standards Act of 1938, otherwise known as the Wages 
Qud Hours Law. The purpose of this statute is to protect unorganized 
low-income workers by setting minimum wages and maximum hours of 
work. If workers are employed for more than the maximum number of 
hours, they must be paid time and a half for overtime. At present the 
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minimum wage is 40 cents per hour and the maximum number of hours 
that may be worked in any one week without payment of overtime is 40. 

Labor in wartime and in the postwar period. Reference has already 
been made to the great advances of organized labor under the New 
Deal. During the war and the years immediately following, labor con- 
tinued to forge ahead. This was partly a result of the favorable legislation 
already mentioned, and partly a result of the high level of prosperity 
and the great demand for workers. 

However, at the same time that organized labor was experiencing this 
increase in power and prestige, there was a gradual but marked growth 
of antilabor sentiment among important segments of the general public. 
One cause of this was wartime strikes. Though such strikes did not set 
production back very greatly, some strikes did occur; and quite naturally 
they were deeply resented by the public at a time when pushing pro- 
duction to its maximum might save the lives of men on the field of battle. 

Other factors contributed to the growth of antilabor sentiment both 
during and after the war. Many people who had formerly been in 
sympathy with the unions began to feel that organized labor was be- 
coming a powerful minority pressure group and that the time had come 
when it should be subjected to restraints. Many also, rightly or wrongly, 
resented the tactics of certain widely publicized labor leaders. To lit- 
erally millions, for example, names like John L. Lewis and James V. 
Petrillo became symbols of arbitrary power exercised in disregard of the 
public interest. In the period following the war, the popularity of or- 
ganized labor was further reduced by several major strikes which threat- 
ened to paralyze all industry throughout the country. Most serious of 
these were nation-wide strikes in the steel and soft coal industries. Still 
another factor contributing to antilabor sentiment was the belief in some 
quarters that union wage demands were excessive and that rising labor 
costs were a principal cause of the rising cost of living. 

Many of the people who felt that organized labor was gaining a 
dangerous amount of power were especially disturbed by the develop- 
ment of so-called “national labor monopolies.” They used this term to 
apply to those national unions which had become so strong that they 
could tie up, not just one plant or one firm, but an entire industry. As a 
result of New Deal legislation and the war, several unions had grown to 
the point where they possessed this power. The most notable examples 
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were to be found in the automobile, steel, and coal industries. Those who 
felt that this development was a dangerous one urged that the principle 
of the antitrust laws should be applied to labor. They proposed that labor 
organizations should be limited to the employees of a particular firm, 
and that industry-wide collective bargaining should be outlawed. 

Employers had criticized the Wagner Act on a number of grounds. 
They pointed out, for one thing, that although it forbade various unfair 
practices on the part of employers, it put no similar restraints on certain 
unfair practices sometimes engaged in by unions. Further, they said, it 
did not make unions responsible for their actions. If a union broke an 
agreement that an employer had accepted in good faith, the employer 
had no effective recourse. Also, they maintained that tlie act as actually 
administered tended to deprive an employer of his right of fiee speech. 
If he circulated pamphlets among his workers expressing his views on 
labor organization, this action was likely to be treated by the NLRB as 
an interference with the rights of his workers to organize independently. 

Whether or not the Wagner Act swnmg the balance of power too far 
in the direction of labor for the national good is a highly controversial 
question. Certainly many people believed that it did, and therefore a 
strong demand developed for action to correct this situation. The result 
of this demand was the Taft-Hartley Act. The act as finally passed did 
not outlaw industry-wide collective bargaining, but it did place a number 
of important restraints upon the privileges and powers of organized labor. 

Taft-Hartley Act. The Taft-Hartley Act was passed by Congress in 
June, 1947. It was passed over President Truman s veto and also over the 
violent protests of organized labor. It amended the Wagner Act in a 
number of important respects. 

Some of the more important provisions of the Taft-Hartley Act are as 
follows: 

1. It forbids unions to engage in certain unfair practices. Among these 
are jurisdictional strikes, secondary' boycotts, excessi\'e initiation fees, 
and forcing employers to pay for work not performed and not intended 
to be performed. This last prohibition is aimed at "feather-bedding” 
practices, like the requirement of the musicians union that a qualified 
musician be present when phonograph records are played at a radio 

station. 

2. It attempts to protect the emploN-er s right of free speech. 
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3. It specifies that the obligation of employers and unions to bargain 
collectively shall not be construed to mean that either party must make 
a concession. 

4. It provides that unions to be recognized by the NLRB must file 
with the Department of Labor reports on their finances and internal 
union practices. 

5. It forbids the closed shop, and permits a union shop only if a 
majority of employees vote for it. Under the union shop arrangement, 
nonunion workers may be hired, but they must join the union within 30 
days. 

6. It permits the NLRB, but not employers, to seek court injunctions 
against jurisdictional strikes and secondary boycotts; although employers 
themselves cannot ask for injunctions, they are permitted to sue unions 
for damages in the Federal courts. 

7. In emergencies where a strike would endanger the national safety, 
it permits the President to appoint a fact-finding board and ask the 
Attorney General to seek an injunction against the strike. If no settlement 
is reached within 80 days, the injunction must be withdrawn and the 
President can then seek aid from Congress. 

8. The dues checkoff is forbidden except with the consent of individual 
workers. 

9. Employers are permitted to contribute to union welfare funds only 
if they participate in the administration of the funds. 

10. Unions are forbidden to make political contributions in connection 
with the election of the President or members of Congress. 

There is not space here to discuss the Taft-Hartley Act in any detail. 
On their face a number of its provisions seem to be desirable checks on 
possible abuses of power by unions and union officials. Other provisions, 
like the prohibition of the automatic checkoff in a union shop, are de- 
batable. The provision that employers can sue unions for damages 
resulting from illegal union activities seems a reasonable protection of 
the rights of employers. However, such a provision may prove to be 
subject to abuse. Conceivably, an employer could bring suits simply to 
harass unions and exhaust their funds in litigation. Though it is clear 
enough that the Taft-Hartley Act places substantial restrictions upon 
union activities, a considerable period of time will have to elapse before 
the nature and effect of these restrictions can be appraised with any 
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accuracy. A great deal will depend on the way in which the act is 
interpreted by the courts. 

Economic effects of the growth of organized labor. The total efiFects 
of organized labor on our economy have been very great. Some of them 
are rather ob\ious, hut otliers are less easily seen and have frequently 
been overlooked or misunderstood. One of the more obvious results of 
the acti\'ities of organized labor is the passage of much legislation 
favorable to workers. This t}"pe of legislation covers a wide field and 
includes such matters as workmen’s compensation for industrial accidents, 
health and safety standards in factories, child labor, social security, hours 
of work, minimum wages, and the rights and privileges of unions. 

In many other areas of our economic life the effect of organized labor 
is not so clear. Often unions have greatly complicated the problems of 
employers, especially those of small employers. A strong union, for 
example, may hold the whip hand over a retailer because it can com- 
pletely cut off the delivery to him of goods. Occasionally, however, 
employers have testified that dealing with a well-organized union has 
actually simplified their labor problem. Certainly it is possible that a 
union might do a great deal to maintain the morale of workers, inculcate 
in them a sense of responsibility, improve workmanship, and reduce labor 

turnover. 

It is commonly assumed that organized labor has substantially raised 
the general level of wages and living standards for workers, but whether 
this is really true is open to question. Standards of living have, to be sure, 
risen; but it is pretty clear that the explanation of this is to be found 
largely in improved methods of production, including the use of more 
and better machines. It is true that a strong union representing a limited 
group of workers can often secure substantial increases in both the 
money wages and the real wages of its own members. Because of this, 
most supporters of the labor movement assume that all workers, if they 
were only organized, could increase their real wages in the same way. 

If is not at all certain that this is so. 

Since real wages consist of goods and services rather an money, 

there are only two ways in which organized labor could possibly raise 
the general level of real wages for all workers. The first is to cause a shift 
of income from the property-owning groups to tlie workers. Unions may 
he able to do this to some extent through collective bargaiiung, but for 
the economy as a whole the possibilities of shifting income in this way 
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are very limited. To begin with, the total income from property of 
people in the relatively high-income brackets is not sufficient to raise 
the average level of wages greatly even if all of it could be spread out 
among the workers. In the second place, most of this property income 
consists of rent and interest rather than profit in the strict sense, and 
collective bargaining is not an effective method of obtaining for workers 
a share of rent and interest. To the business firm, rent and interest are 
costs which in the long run must be covered if production is to continue. 
If unions should succeed in pushing wages high enough to encroach on 
normal payments of rent and interest, the effect would be to discourage 
production and decrease employment. The only other way in which 
employers could meet the situation would be to increase prices, and in 
that case tlie additional money received by workers in wages would be 
paid out to meet higher costs of living. As a result there would be no 
net gain. 

The second way in which organized labor might conceivably raise 
the level of real wages for all workers is by bringing about an increase 
in the total output of goods and services available for consumption. It 
is quite possible that unions might be able to increase the efficiency 
and output of their members. It is doubtful, however, if they actually 
do this. In the majority of cases it seems more probable that they re- 
strict output, in other words, that they seek more pay for less work. 
In this case, any real gain by a particular group of organized workers 
must be at the expense of someone else. Sometimes it may be at the 
ex'pense of the employer. In the long run, however, much of it is likely 
to be at the expense of other groups of workers. These other groups 
bear the burden in one or both of two ways: they pay higher prices for 
goods produced by union labor, and in some cases they receive lower 
wages themselves. If they receive lower wages, it is because high union 
wage rates limit the demand for labor in the strongly organized occupa- 
tions so that there is increased competition for jobs in those occupations 
in which labor is not organized. 

Summary 

After a long history of slow growth, the American labor movement achieved 
national importance when the Knights of Labor reached the height of its power 
in the 1880s. After the decline of the Knights, the American Federation of 
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Labor became our great national labor organization, but in recent years it has 
shared this position with the Congress of Industrial Organizations. The CIO 
came into existence as the result of a split in the AFL in 1935. The CIO was 
formed by a strong group of unions whose representatives believed that the 
mass-production industries, formerly unorganized, should be organized on 
industrial union principles. 

Underlying the growth of modern labor unions was the industrial revolution, 
the development of the factory system, and the growth of separate capitalist 
and worker classes. Among the specific objectives that induce workers to 
organize are higher wages, shorter hours, better working conditions, greatei 
security, and the desire to exert influence on legislation. 

The basic unit of organized labor is the local union, but the center of power 
is usually the national union. A general federation is an association of different 
craft or industrial unions to further their common interests. Federations, which 
include such organizations as the AFL and CIO, have little power over their 

member unions. 

When the representatives of a union and an employer negotiate, the process 
is called collective bargaining. If they call in a third party merely to give them 
aid and advice, they are said to resort to mediation; but if they decide to 
submit their dispute to a third party and abide by his decision, the process by 
which settlement is reached is called arbitration. The principal weapons ol 
organized labor for enforcing its demands on employers are the strike and the 
boycott, reinforced by picketing. Organized labor is bitterly opposed to 
company unions which are dominated by the employer; and it generally fa\'ors 
the closed shop and the checkoff of dues because these tend to increase the 

membership and power of independent unions. 

Antiunion activities of employers include the lockout, tire blacklist, the 
yellow-dog contract, spying, use of strikebreakers, fomenting violenc-e to 
discredit the union, and the court injunction. Howex er, the abilit>’ of employers 
to use the injunction against workers has been gieatly reduced by the Norns- 

La Guardia Act, 

Under the New Deal, and especially as a result of the Wagner Act, organized 
labor grew in numbers and power. Another favorable piece of New Deal 
legislation was the Wages and Hours Act. During the war and jw-stwar years 
labor continued to forge ahead, hut during this poriixl there was also a definite 
growth of antilabor sentiment among the public at large. This resulted in the 
passage by Congress of the Taft-Hartley Act. a statute that limits union 
activities in a variety of ways. It is too early to pa.ss final judgment on tliis act. 
Some of its provisions may prove to have been uiiwnse. Others, howex-er, seem 
highly desirable from the stundixiint of protecting the rights of both emidoyers 
and the general public as well as lho.se of the workers tliemselxts. 
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The ways in which organized labor has influenced our economy are many. 
One efiFect has been the passage of much legislation favorable to workers. 
Another has been the creation of new types of problems for employers. Still 
another has been a substantial increase in the real wages of some groups of 
workers. However, the common assumption that organized labor has sub- 
stantially raised the average level of real wages for all workers is probably 
false. Although increases in the general standard of living for workers have 
taken place, these increases seem to be attributable to other causes. 

Study Questions 

1. Why were the earlier successes of the labor movement confined to 
workers in the skilled trades? 

2. What was one great weakness of the Knights of Labor? 

3. What is the distinction between a craft union and an industrial union? 

4. Explain the origin of the CIO. 

5. Name several important unions not affiliated with either the AFL or 
the CIO. 

6. Why does organized labor in the United States include only about 
15 million workers out of a total labor force of some 60 million? 

7. What are the principle reasons for the establishment and growth of labor 
unions? 

8. How has free public school education affected the labor movement? 

9. How are the following organizations related to one another: a local, a 
district council, a national union, a general federation, a city central? 
Which of these organizations is usually the center of power? Why? 

10. Explain the terms collective bargaining, mediation, and arbitration. 

11. Explain the difference between a primary boycott and a secondary 
boycott. Which is usually legal? 

12. What is picketing, and when is it legal? 

13. Why is organized labor strongly opposed to company unions? 

14. Why do imions generally desire the closed shop and the checkoff of dues? 

15. Explain what each of the following terms means: lockout, blacklist, 
yellow-dog contract, court injunction. 
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16. Why did organized labor regard the Norris— La Guardia Act as a legisla- 
tive victory? 

17. What were the purposes of the National Labor Relations Act? What 
were its principal provisions? 

18. What are the principal provisions of the Fair Labor Standards Act? 

19. Explain the rise of antilabor sentiment in the war and postwar periods. 

20. What were some of tlie criticisms leveled at the \\^agner Act? 

21. What are the principal provisions of the Taft-Hartley Act? 

22. Was organized labor justified in violently opposing the passage of tlie 
Taft-Hartley Act? Discuss. 

23. What are some of the principal effects that organized labor has had on 
our economy? 

24. Has organized labor, raised the general level of real wages for all workers? 
Discuss. 
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27. Role of the Consumer 


The consumer occupies an important place in the practical planning of 
production by businessmen as well as in economic theory. After all is 
said and done, we produce in order to consume. We may not consume 
exactly what we ourselves produce, but we engage in production in 
order to have something to exchange for the products that we require. 
To the man running a busines, the consumer is a tyrant whose every 
whim must be obeyed. 

A word of warning to the student therefore seems in order. Care 
should be exercised not to minimize the importance of that phase of 
economics which deals with consumption merely because so little space 
is devoted to it in elementary texts. The economics of consumption is 
a complete subject in itself, but a subject that can better be understood 
after the student has obtained a thorough knowledge of economic prin- 
ciples. If the student continues his study of economics beyond the 
elementary level, he will have frequent contact with the economics of 
consumption. 

The subject of consumption long has been one of the cornerstones of 
economics. As Alfred Marshall has pointed out, the older definitions of 
economics described it as a science concerned with the production, the 
distribution, the exchange, and the consumption of wealth. Under this 
definition, consumption would stand on an equal level of importance 
with the other divisions of economics that have occupied so much atten- 
tion in this and other texts. 

It is interesting to note the importance that Adam Smith attached 
to consumption. In his ‘Wealth of Nations” he states, “Consumption is 
the sole end and purpose of all production; and the interest of the pro- 
ducer ought to be attended to, only so far as it may be necessary for 
promoting that of the consumer.” Kenneth Boulding, a contemporary 
American economist, has pointed out in the American Economic Review 
that “Under the stimulus of the emancipation of women and the de- 
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velopmeiit of fatuities of home ecouoinics, consumption economics al- 
most threatens to become a separate science.” In the writings of John 
MaNTiard Kevnes and other modern economists, new emphasis on the 
economics of consumption has been given by the introduction of such 
useful terms as “propensit)' to consume” and the “marginal propensity 
to consume.” 

Further attention has been focused on consumption economics by the 
curious dilemma in which the world now finds itself. As a generality, 
the ability of consumers to acquire purchasing power has lagged behind 
our ability to produce goods and services. In other words, we have solved 
the problem of production better than the problem of getting the fruits 
of production into the hands of consumers. In order to provide employ- 
ment for e\'eryone, we must in the future make possible greater con- 
sumption than we have in the past. This certainly is true in the United 
States and probably will be true in many other parts of the world if 
peace prevails during the pext decade. The real problem facing the 
United States and other nations to a lesser extent is how to place suffi- 
cient purchasing power in the hands of consumers so they can buy all 
the products that farms and factories can pour forth. We could, of course, 
approach the problem from another angle and ask. How can we make 
competition effective enough to reduce prices so that purchasing power 
will be adequate? 

As important as the subject is, we cannot, however, devote much time 
to the economics of consumption. We shall even have to leave most of 
its basic propositions to more advanced courses. About all we can do 
here is to describe the role of the consumer and to point out the rela- 
tionship between consumption and the other divisions of the science of 

economics. 

The consumer and the price system. We already know that the desires 
of individuals appear to be insatiable in that all man s wants are never 
fully satisfied. We also know that satisfaction of these desires is cur- 
tailed by the limited purchasing power of individuals. Thus, tlie desire 
to consume is thwarted by inability of the individual to earn enough to 
purchase goods to satisfy all his desires. An indi\ddual always must com- 
pare the satisfaction that he expects to receive from consuming a good 
with the effort or sacrifice of leisure that he must put forth to earn the 
nieans of purchasing the good. The comparison between income on the 
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one hand and the price of a desired good on the other determines the 
quantity and variety of the goods that are consumed. 

The fact that we live in an economy in which prices exercise control 
over production and distribution may well result in the bewilderment 
of the consumer. His confusion arises from the fact that he finds himself 
confronted with an infinite variety of goods available at constantly 
changing prices. These prices may increase or decrease in unison, but 
more commonly they fiuctuate with reference to each other. For example, 
the price of wheat may increase while the price of electricity declines. 
Wages may remain constant while the prices of shoes, fuel, clothing, 
and other necessities change. 

Not only is the individual consumer confused by price changes that 
affect his ability and willingness to buy goods and services, but also he 
seems helpless to do anytliing about it. It is easy for him to become con- 
vinced that sellers can set prices at will. When the buyer enters a store, 
he finds price tags on goods and he realizes that he either must pay the 
prices asked or leave without making a purchase. 

The consumer, however, is not at all helpless in regard to prices. 
Although any one consumer cannot hope by his individual action to 
control prices, yet the combined action of consumers is of the greatest 
possible consequence in the price-making process. A producer quickly 
learns to his sorrow how easy it is to price his product out of the market. 
Waves of ‘^buyers' strikes” have in the United States and in other coun- 
tries brought down the prices of goods and services. We have seen that 
a monopolist or a producer operating in an imperfect market cannot 
control both the price of his product and the quantity that he sells. He 
may set the price, but consumers will then decide how much they will 
buy. On the other hand, he may resolve to sell a certain quantity, but 
in this case consumers will decide the price that they will pay. The 
rational businessman who has this choice will charge a price which per- 
mits the sale of the quantity that maximizes his profits. If he finds that 
he has set the wrong price, he will change it quickly. 

The interacting thing about the role of the consumer in regard to 
prices is that the individual shopper usually does not cooperate con- 
sciously with his fellows in refusing to buy if prices seem too high to 
him. In periods of extremely high prices, such as have occurred after 
major wars, he may join an organized buyers’ strike or a We Won’t Buy It 
club. But for the most part he simply says, “No thank youl” when quoted 
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prices that he thinks are too high. Millions of other persons do the same 
thing, and soon prices come tumbling down. The individual need not 
feel chagrined at his apparent helplessness in the world of price tags, 
because in reality he is one of those who dictate prices. 

Direct consumption and indirect consumption. In the preceding section 
our discussion of the relation of prices to the consumer was based on 
the assumption that goods were purchased for direct consumption. We 
were speaking of the reaction of the ultimate consumer to prices. How- 
ever, many commodities are purchased because they are required in 
the process of production. The whole range of industrial raw materials, 
such as copper, pig iron, crude petroleum, and cotton fiber, falls into 
this classification. The using up of goods in the process of production 
is called indirect consumption. Industrial raw materials, for example, 
will be consumed ultimately by individuals in the form of finished prod- 
ucts, but such consumption is indirect. The raw materials ha\'e to undergo 
further processing before they are fit for the final user. In summary, 
consumption is direct when a product is used by tlie ultimate consumer; 
consumption is indirect when a good is used up in making a product 
that will be subsequently used by the consumer. 

We encountered closely related concepts in an earlier chapter when we 
distinguished between producers* goods and consumers goods. Pro- 
ducers* goods needed further processing; consumption of producers' 
goods by the ultimate consumer was indirect. Consumers* goods were 
ready for immediate consumption; consumption of such goods was direct. 

The consumption of some goods can be either direct or indirect, de- 
pending on how they are used. Coal is an example. As was pointed out, 
direct consumption of coal takes place when it is used for the heating 
uf a home. Indirect consimiption takes place when tlie coal is used to 
make steel, which in turn finds its way into an automobile. Businessmen 
are buyers of coal, as well as oilier goods consumed indirectly, and their 
demand is a vital factor in determining price. This means that the ulti- 
mate consumers are not the only persons who influence the prices of 
certain commodities that consumers use. A substantial portion of the 
demand for these commodities may come from businessmen. 

However, even with respect to goods consumed indirectly, the role 
‘Jf the ultimate consumer is of major imiwtance. Businessmen seek to 
acquire raw materials or semifinished goods as cheaply as possible in 
«nier to keep their cost of production low. They must keep an exe on 
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their marginal cost curves just as they study prices and marginal revenue, 
for their profits are maximized by equating marginal revenue and mar- 
ginal cost. Thus they respond to the prices of the materials that they 
buy much as the ultimate consumer does. They refuse to buy if they 
consider prices are too high. 

Foresight. Foresight is an important factor which affects both direct 
and indirect consumption. Those who purchase goods, either for direct 
consumption or for further processing, look to the future as well as the 
present. In the case of the ultimate consumer, limited purchasing power 
must be apportioned between unsatisfied present desires and prospective 
desires. Businessmen use goods in the present in the productive process 
in order that direct consumption may take place in the future. Therefore 
the businessman must incur costs in the present by purchasing raw 
materials, on the basis of his expectations of what consumers* desires will 
be when the finished product reaches the market. It is these future de- 



to pay. 


Foresight, therefore, is a very important consideration in business 
planning. A shrewd businessman gives much of his attention to antici- 
pating the desires of consumers. Estimating the prices that consumers 
will pay in the future involves something more, however, than estimat- 
ing their desires. It also involves what their incomes will be and what 
the prices of other goods will be. 

Expectations of future prices are vital in business planning. Produc- 
tion requires time. Materials pour into the receiving department of a 
factory and sometime later the shipping department sends away the 
finished product. Still later, the consumer buys the product from a re- 
tailer. Months may elapse between the inflow of raw materials and the 
sale of the finished product. 

A rational basis for planning exists if the businessman expects the 
price of the finished product to be the same as it is now. He can pur- 
chase raw materials now with considerable confidence. If he expects 
prices to be lower in the future than they are now, he has a serious 
problem in regard to planning his operations. He may hesitate to pur- 
chase raw materials because he cannot predict with assurance the extent 
of the decline that he believes will take place in the finished product. 
However, he may purchase raw materials now with confidence if he 
expects prices will rise. 
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Price expectations also conceni the ultimate consumer. An individual 
vvill defer purchasing a product if he believes that it can be obtained at 
a lower price in the future. He will fill his cupboards and closets to 
the brim if he becomes convinced that prices will advance. The role of 
expectations in the sale of consumer goods can be seen from time to 
time when important changes in the price level appear probable. A good 
example was tlie experience of stores trying to sell women s fur coats in 
the winter of 1946-1947. Clearance sales of fur coats usually come in 
midwinter or later, but many stores reduced prices sharply even before 
Christmas. The price cuts, however, did not bring swarms of customers 
to the stores. The lack of enthusiasm of buyers at the time was attributed 
to expectations of still greater price cuts. During this same period, sales 
of many other items slowed in anticipation of price reductions. Similar 
reactions of consumers have occurred at other periods when a turn in 
the price level seemed probable. Any salesman knows from experience 

the role of price expectations of buyers. 

Consumer choices. Although desires are unlimited, or at least incapable 
of complete satiation, man's productive power and natures resources are 
not unlimited. Consumers, therefore, must choose between those goods 
which they feel they must have and those which they can do without. 
In other words, consumers have choices that should be made on a 
rational basis. The consumer should allocate his resurces, that is, his 
nioney, between possible expenditures in such a way that the satisfac- 
tion obtained from the expenditure of a dollar for any one commodit>' 
nt the margin is equal to that obtained from the expenditure of a dollar 
for any other commodity. In other words, he should distribute his pur- 
chasing power between goods A, B, C, D, and E so that the marginal 
utility of a dollars worth of any one of these goods is equal to the 
marginal utility of a dollar s worth of any of the others. This may invob e 
purchasing more units of A than of B or C. It is the saHsfaction obtained 
from the marginal dollar s worth of each good that he should equate. 

factors affecting the consumer's freedom of choice. A 

factors may modify the freedom that consumers have to choose the goods 
and services they purchase. Among these modifying influences m cus- 
tom, the desire to display wealth conspicuously, lack of knowledge on 
lire part of the consumer, fashion, marketing methods, and authontatix e 
controls such as rationing. We shall consider each of these in turn. 



438 


FUNDAMENTALS OF ECONOMICS 

Custom probably is the most significant single factor conditioning the 
desires of consumers. A custom has sometimes been described as a group 
habit. Consumers, for example, form the habit of purchasing certain 
kinds of goods. They expect to secure these goods at certain prices or 
within rather a narrow range of prices, and they may even confine their 
purchases to rather well-established quantities. The kind or type of food 
that a family buys often is determined in large part by custom. The 
preferences of certain segments of our population, established by custom, 
are given careful study by manufacturers and processors in an effort to 
cater to such tastes. Such preferences in regard to food may be local or 
national. Whatever the area, the fact that certain preferences are estab- 
lished by custom will affect vitally the choices of the consumer. 

Custom also affects the demand for clothing. The dress of the average 
Chinese differs from that of the Arab or the American. A well-dressed 
person in one part of the world would be conspicuous in another. Not- 
withstanding changes in styles and fashions, evolution in clothing de- 
sign is very slow, and present-day clothes include many features of the 
attire of former days. For example, the customary three-piece suit for 
men is said to be a carryover from an old military costume. A study of 
the history of clothing design reveals that clothes are affected by war, 
by religious practices, by fads and fashions, and only to a limited extent 
by the need of protection against the weather. 

Custom affects the whole range of consumer choices. The way our 
homes are furnished often is dictated by custom. Even our choice of 
occupation may have been influenced by the fact that it has become 
customary in our family or group to enter the professions rather than 
the trades. We may be under pressure to continue in college because it 
has been the custom for members of our family to receive university 
training. In short, though consumer choices are not guided solely by 
custom, custom does have a powerful limiting effect upon the kinds of 
goods and services that consumers will purchase. 

A second force affecting consumer choices has been called conspicuous 
consumption, or consuming goods in order to display wealth rather than 
to satisfy a real need. The practice of ‘Tceeping up with the Joneses” is 
rather well known. It is possible to do so by displaying financial well- 
being through conspicuous consumption or through the display of the 
leisure to engage in noneconomic activities. This consideration has often 
been pointed to as a factor in economic life. Thorstein Veblen, for ex- 
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ample, says in his book, “The Theory of the Leisure Class,” ‘The basis 
on which good repute in any highly organized industrial community 
ultimately rests is pecuniary strength; and the means of showing pe- 
cuniary strength, and of so gaining or retaining a good name, are leisure 
and a conspicuous consumption of goods.” 

The desire to emulate the rich has many repercussions on the demand 
for various goods and services. It influences the demand for cheap furni- 
ture built to resemble its more substantial counterpart. The fur coat has 
become the symbol of wealth to the shop girl. The newly rich use the 
swimming pool, tennis court, and large home with many servants to 
impress their neighbors. Desire for display often asserts itself in the 
organization of exclusive clubs and in such things as trav'el, lavish enter- 
tainment, higher education, and philanthropy. Alert producers are often 
able to take advantage of this desire “to show off.” They price goods 
used by the wealthy higher than otherwise would be- possible because 
they know that a high price will make the good more desired. It has 
been contended that the well-advertised high price, rather than the odor. 

IS responsible for the great demand by the feminine user, or her boy 
friend, for certain brands of perfume. Exclusive stores cater to the 
wealthy classes, and brands become the basis for determining whether 
a person belongs to “the right set.” The fact that a hat was made b) 
Bes Ben or that a woman's suit has an upper Fifth Avenue label is im- 
portant in determining the satisfaction obtained therefrom, provided 
other women recognize that Bes Ben made the hat or that the suit realK’ 
was purchased on upper Fifth Avenue. Conspicuous consumption, there- 
fore, is a motive that cannot be ignored in an analysis of the pattern of 

consumer desires. 

A third factor affecting the pattern of consumption is lack of knowl- 
edge on the part of the consumer. We have already pointed out that 
the consumer is confronted with an abnost infinite varieh' of goods and 
is asked to choose among them. In many cases the consumer is in no 
position to make a rational choice. He does not have the time or abilit\ , 
for example, to determine whether two suits priced approximate!)' the 
same are etpial in quality. He cannot always tell whether a garment 
advertised as being all silk actually contains only silk. The sime of the 
package that he purchases may be deceptive or the contents of packai^es 
fbat appear to be the same sire may \'ary. 
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The inability of consumers to choose wisely because of such considera- 
tions enables producers to deceive customers if the producers are un- 
scrupulous, even though the quantity of the contents and the nature of 
the ingredients may be stated on the package. Under such circumstances, 
the consumer tends to depend on price as the criterion of quality. The 
usual economic process is in a sense reversed when consumers lack 
knowledge. Instead of quality controlling price, price becomes the basis 

for judging quality; in other words, price determines utility in the mind 
of the purchaser. 

A fourth factor affecting consumption is the power of style or fashion. 
Much of the power of fashion in influencing purchases arises from the 
desire to imitate those who are presumed to be the leaders in the com- 
munity. Therefore the desire to be in fashion is somewhat related to 
the desire for conspicuous consumption. The power of fashion over con- 
sumers also gro\ys out of the perpetual desire for something new and 
different. 

In some respects custom and fashion are contradictory influences. The 
essence of fashion appears to be change, while custom resists change. 
As a matter of fact, custom does prevent too radical a change in fashion 
in short periods of time. In many instances a change in fashion may not 
be to something new; many times it represents going back to a fashion 
that prevailed at an earlier time. The change in the length of dresses 
is an example of how style changes travel in cycles. 

It is clear that a change of style in clothing, even if slight, serves as 
a powerful stimulant to sales, since old wardrobes become obsolete. The 
same principle applies to changes in automobile models. Hence manu- 
facturers often encomage such changes to create new demand for their 
products. However, well-established consumer customs and tastes set 
limits to such changes. 

A fifth factor affecting consumer choices is marketing methods. This 
term includes all selling efforts of producers or their sales representa- 
tives to influence the choices of consumers. We must include under 
marketing methods the lands of outlets through which goods are made 
available to the public, and the terms of payment offered. Of the various 
types of selling efforts, we shall first consider advertising. 

The amount spent for advertising is enormous. In the United States 
it runs from about 2 to 3.5 billion dollars a year, depending on the degree 
of prosperity that the nation is enjoying. A businessman may have one 
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or more objectives in mind when he advertises. He may be seeking to 
inform consumers of the existence or uses of a new product in order to 
win customers for it. He may, however, merely be seeking to induce 
consumers to use his brand instead of some other. Or again, his adver- 
tising may be almost entirely defensive in the sense that he is trying to 
prevent other producers from taking his customers. 

Some advertising is educational. Many businessmen are convinced that 
consumers do not know definitely what they want or what products are 
available. By giving the public information on new and better products, 
the businessman benefits consumers and at the same time increases the 
sales of his product. The same principle applies when the businessman 
uses advertising to point out new uses for old products. 

Advertising used to inform the public about new products and to 
point out new uses for old products is socially useful. It is conceivable 
also that advertising may benefit the consumer by making it possible to 
give him products at lower cost despite the expense of the advertising. 
This would be the result if the advertising so increased the demand for 
a product that the manufacturer was able to produce at lower unit cost. 
For this benefit to accrue to the consumer, the businessman would have 
to pass along some of the savings in cost in the form of a lower price for 
the product. 

There appears to be somewhat less social justification for advertising 
designed merely to shift consumers* purchases from one company to 
another rather than to create new markets. Advertisers of cigarettes spend 
millions of dollars every' year for radio programs and newspaper adver- 
tising primarily to convince smokers of the advantages of their par- 
ticular brands. 

Critics of advertising contend that such advertising is designed to 
limit freedom of choice by consumers rather tlian to better qualify con- 
sumers to make choices. In other words, it is charged that ad\ertising 
through persuasion helps to make up the consumers mind for him in tlie 

Way tliat the advertiser wants it made up. 

There are other phases of marketing procedure which involve the 
methods used by producers to attract customers. One method of uinning 
customers is attractive and convenient packaging. Another is the making 
of buying easier by the extension of credit. Each of these methods war- 
**Hnts further discussion. 
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The art of packaging is an important one in selling goods. Packaging 
goods in attractive containers and in convenient quantities may increase 
prices, but the consumer is willing to pay extra because he receives 
additional satisfaction. Demand may be shifted from one producer to 
another simply because one producer presents his goods in a better man- 
ner than his competitors. The alert manufacturer of consumers* goods 
will invest substantial sums in research to determine the kind and size 
of package that the customer prefers. 

The use of credit probably is even more significant as a marketing 
device. Businessmen extend credit to consumers for either or both of 
two reasons. In the first place, the buyer may be unable to pay the entire 
purchase price of the goods at the time of sale. This often is true when 
larger items are purchased, such as funiiture, automobiles, and houses. 
A second reason for extending credit is to add to the convenience of the 
customer. When credit is available, the consumer does not have to carry 
cash or write a stream of checks. He waits until the end of the month 
and then pays for all purchases made during the period. This method 
of paying for his purchases aids the consumer in keeping a record of his 
expenditures. 

Installment selling, which is a special method of credit extension, has 
exercised an important influence on the demand for durable consumers* 
goods. Although installment selling has been used for almost 150 years 
in the United States, its real significance was not appreciated until it 
began to be used extensively in the selling of automobiles in the early 
1920*s. The special object of installment selling in this field was to tap 
the market represented by the lower income groups. The success of the 
automobile industry in selling cars to persons of low incomes soon led 
to installment selling in such fields as radios, furniture, washing ma- 
chines, refrigerators, and clothing. As a result, the volume of such sales 
has increased tremendously. In some prewar years, 10 per cent or more 
of total sales of goods at retail were made on a monthly payment basis. 

The popularity of the installment plan is not hard to explain. Because 
of preference for the present over the future, some persons find saving 
difficult. The installment plan permits such individuals to have expensive 
goods now without going through the painful process of saving first. 
They claim that it is less painful to pay while you enjoy the goods. All 
they must have at first is the down payment. A new selling weapon thus 
is placed in the hands of the businessman. He can point out how easy it 
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has become to buy. You merely put up a small down payment, and you 
have the good. 

The activities of small loan companies and credit unions are also a 
factor in temporarily increasing the purchasing power of consumers. 
The ability to borrow substantial sums and to repay on the installment 
plan helps ^ the members of low-income groups to meet emergencies. 
Low-income groups have inconsequential reserves for coping with such 
emergencies as sickness, accident, or unemployment. About their only 
source of assistance at such times is a lending agency. 

Installment selling can be a force for good when it enables people 
to buy urgently needed goods and ser\dces in the present instead of post- 
poning their acquisition to the future. However, it cannot be denied 
that the present increase in purchasing power is usually at the expense 
of a decrease in future purchasing power. Often installment selling has 
been abused. In some cases the cost to the consumer of buying on the 
installment plan has been pushed up far higher than would be war- 
ranted by reasonable rates of interest or the actual costs involved in 
extending credit. The justifiable charge also is made that installment 
selling is a method of high-pressure selling when in the hands of un- 
scrupulous merchants. Fortunately for consumers and for society, the 
better merchants are too intelligent to oversell the customer. They know 
that tliey may have to take the goods back if the customer buys more 
than he can pay for in monthly installments. At best, however, the con- 
sumer pays more when he buys on the installment plan, and this tends 
to reduce his ultimate total purchasing power. 

Authoritative control. Government regulation of the production and 
sale of goods may effectively limit tlie freedom of consumers to choose 
ihe goods and serx'ices they want. During the Second World War the 
peoples of nearly every nation had to accept rationing of many com- 
modities in the interest of national defense. Rationing was much more 
severe in some countries than in others. Some countries had to extend 
rationing far into the post^^'ar period because of the dearth of raw ma- 
terials and the need for repairing factories and transportation systems 
destroyed by bombing. 

The question of government control of consumption in normal times 
is quite another matter. In the period before the Second World War we 
saw many examples of the control by authoritarian gox-ernment of the 
goods and servicers desired by their citizens. There are many ways in 
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which such control can be exercised: An authoritarian government can 
restrict imports. By decree it can forbid the production of certain com- 
modities. In an extreme case it can even acquire the means of production. 

When such controls are exercised by government, the question is not, 
What does the consumer want? Rather, the question becomes. What 
should the consumer have? We shall not take time here for detailed com- 
parison of the position of the consumer under communism, socialism, 
fascism, and our own system of free enterprise. However, we can point 
out that our free-enterprise system regards the consumer as king; the 
other systems look upon him as a very unimportant fellow. 

In the United States, under our free-enterprise economy, the eflForts 
of three groups are directed at improving the position of the consumer: 

(1) the attempts on the part of the government to assist the consumer, 

(2) action on the part of consumers working in cooperation to protect 
their own interests, (3) action on the part of producers to protect con- 
sumers' interests. 

In the main, the government s concern for the consumer has been to 
protect him from the practices of certain producers. The government 
seeks to secure a fair price for the consumer by preventing monopoly 
and combinations in restraint of trade. The consumer is also protected 
by laws against price discrimination. Misbranding, adulteration, and 
misleading advertising are forbidden under the Pure Food and Drugs 
Act, the Clayton Act, the Wheeler-Lea Act, the Wool Products Labeling 
Act, and other legislation. These laws forbid certain acts of producers in 
order to protect consumers; they do not really restrict the choices of the 
consumer. He still has freedom of choice, but his selection is limited to 
goods which are pure or which are clearly labeled as to weight, content, 
and ingredients. 

Only when the government absolutely forbids the use of certain goods 
is the choice of the consumer limited. When the prohibition amendment 
was passed, the consumer was forbidden tb purchase liquor and the 
producer was forbidden to sell it to him. The sale of opium has long 
been forbidden. Fortunately the list of things that the consumer is for- 
bidden to buy is rather limited, and most restrictions have been placed, 
not on the consumer per se, but rather upon the producer in order that 
the consumer may be protected. As yet authoritative control has not 
much limited the freedom of choice of consumers in the United States. 

The government, however, has not been satisfied simply to obtain 
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passage by Congress of a few laws regulating production in the interest 
of the consumer. A bureau of standards has been created to maintain 
standards of weights and measures. Other standards have been estab- 
lished and applied to many items sold in interstate commerce. 

Furthermore, various departments of government have established 
bureaus to aid consumers. The Department of Agriculture has several 
of these bureaus, such as the Bureau of Home Economics, the Bureau 
of Agricultural Economics, and the Office of Information. These offices 
gather information and release it to the public so that the consumer 
may be better informed. Other departments also contain agencies whose 
purpose it is to keep the consumer informed. 

State governments have carried on such work, as have also larger 
cities. Thus, the consumer has really been aided by government in the 
United States rather than restricted. 

In addition to the aid given the consumer by the government, other 
agencies also assist him. Most newspapers will carry' no advertising that 
they suspect is fraudulent. Many patent medicines have been refused 
space for this reason. The Better Business Bureaus found in most cities 
are organizations that seek to prevent illegitimate selling methods or the 
marketing of misrepresented products. The Good Housekeeping Insti- 
tute, formed in 1912, has become the guide for many consumers. Trade 
associations often establish testing laboratories where goods are com- 
pared with rigid quality standards. 

Some merchants protect consumers by testing the goods that they 
purchase. The consumer, knowing that the merchant is purchasing only 
goods of high quality, can buy such items with confidence. 

There is still another important form of aid to the consumer. This is 
afforded by the producer himself. By use of brands and trade-marks, 
producers clearly identify their products. A consumer who buys trade- 
marked or branded goods can subject tliem to rigid tests. If such goods 
prove to be as represented, the consumer can continue to buy; if not. 
the producer has lost a customer. Since the product'r stakes his economic 
future on his product when he identifies it by label or trade-mark, he is 

likely to tiy to keep the quality high. 

The choice between spending and saving. In addition to selecting the 
goods and services that he wishes to purchase, another choice of greatest 
importance is open to consumers, particularly thase in the upper irwome 
groups. The consumer decides what proportion of his income he will 
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save and vv^hat proportion he will spend. Such a choice is very much 
restricted for low-income groups. In the very lowest income groups, all 
income must be spent and the government or private agencies have to 
subsidize additional consumption. But on an over-all basis, consumers 
have considerable latitude in deciding what shall be spent and what 
saved. Table 32 shows how Americans have allocated their incomes be- 
tween saving and spending in some recent years. 


Table S2.— Disposable Income, Consumer Expenditures, and 'Net 
Savings of Individuals, 1939-1946 {Billions of Dollars) * 



1939 

1940 

1941 

1942 

1943 

1944 

1945 

1946 

• 

Disposable personal income 

$70.2 

175.7 

$92.0 

$116.2 

$131.61 

« 

© 

$150.7 

$158.4 

Personal consumption ex- 
penditures 

67.5 

72.1 

82.3 

90.8 


110.4 

■ 121.7 

143.7 

Personal savings 

2.7 

3.6 

9.8 

25.4 


35.6 


14.8 


* Source: Department of Commerce. Rounding of first decimal accounts for failure of personal 
savings to equal precisely the difference between disposable income and consumption ex- 
penditures in all years. 


During the war years, the scarcities of goods and the war bond sales 
restricted somewhat the freedom of choice between spending and saving. 
However, the scarcities of goods were more important in changing the 
pattern of spending than in curtailing the freedom to decide whether to 
spend or save. 

Propensity to consume. It makes httle diEerence to a wealthy nation 
such as ours if a particular individual decides that henceforth he will 
save more and spend less. However, such a decision on the part of great 
numbers of individuals could create havoc. Merchants would become 
panic-stricken as customers stayed away; manufacturers would receive 
few new orders and many cancellations of orders already placed would 
pour in, because merchants would seek to work off inventories. Factories 
would close and unemployment would skyrocket. Incomes would fall 
so rapidly that the individuals who planned to increase their savings 
might be frustrated. Because of lower incomes, they could not save as 
much as they had intended. 
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The dire sequence of events just described might not occur if the 
increased savings of individuals could find immediate investment in 
industries producing capital goods. The construction of capital goods 
would provide employment to oflFset the fall in employment offered by 
makers of consumers^ goods. Because income earned in producing capi- 
tal goods would be spent for consumers’ goods, the consumers’ goods 
industries would continue to be active. 

During the depressed 1930’s, and at many other periods, there was 
not an immediate outlet for savings in capital goods industries on terms 
that lenders were willing to accept. Hence, the decisions of individuals 
as to what proportion of tlieir income tliey would spend and what pro- 
portion they would save became very important. That proportion of an 
individual’s income which he elects to spend is a measurement of what 
economists sometimes call his propensity to consume. During periods of 
restricted investment opportunity, a high propensity to consume on the 
part of all individuals means more employment in consumers goods 
industries and hence a higher level of over-all employment. 

The lower income groups automatically have a high propensity to 
consume. As the wealth of an individual increases, his propensity to 
consume declines. A decreasing ‘ proportion of his income must go to 
acquire the necessities of life. As the wealth of a whole nation increases 
(and wealth and income have risen in most western countries), the falling 
propensity to consume may make attainment of full employment increas- 
ingly difficult except during periods when abundant and acceptable 
investment opportunities are at hand. This is especially likely to be true 
if competition becomes more imperfect and the economy becomes more 

rigid. 

This brings us to another very useful term, marginal propensity to 
consume.” The proportion of any increment of income that will be con- 
sumed measures the marginal propensity to consume. A poor man will 
consume all or almost all of any increase in income. A wealthy man may 
consume almost none of his increment in income. In trying to appraise 
what portion of income will be saved and what will be spent as the 
wealth of a nation Increases, the significant consideration thus is the 
marginal propensity to consume. 

Earlier in this chapter the comment was made that the United States, 
and possibly some other nations, have solved the problem of production 
better than the problem of maintaining high purchasing power. The 
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concepts of propensity to consume and marginal propensity to consume 
throw some light on the reasons for this. When a nation has become very 
productive and very wealthy, large incomes are generated through the 
process of production. A low marginal propensity to consume, however, 
means that a relatively small portion of an increase in incomes will be 
used for consumption. Hence, only part of large incomes will be used 
up in consumption. The remainder will be saved instead of spent for 
goods and services, the production of which provides employment. As 
we have already pointed out, the result is a tendency toward falling 
incomes and rising unemployment unless price adjustments take place 
quickly, so that consumption is stimulated and new outlets for the 
savings are found in capital-producing industries. As already indicated, 
this has not always been possible in the past because from time to time 
we appeared to have constructed all the capital goods that could be 
employed profitably. Thus it becomes evident that we are faced in the 
United States with the necessity of consuming more than we have in 
the past. This of course means only that we are faced with the necessity 
of raising our real standards of living. Such a situation is in itself highly 
fortunate. The problem, however, is so to organize our economy, so to 
adjust prices and incomes, as to make it possible for an ever-increasing 
output of goods to flow smoothly into the channels of consumption. 

Summary 

This chapter has pointed out factors that affect the role of the consumer in 
our economic system. We know that production is not an end in itself and that 
all production has for its ultimate purpose the satisfaction of the desires of 
consumers. However, we have learned that the free choice of consumers is 
restricted in many ways: by custom and habit, by lack of knowledge of con- 
ditions in the market,' by the desire for display, by fashion, by marketing 
methods, and by state intervention. Various attempts to aid consumers were 
discussed. We noted that often consumers cooperate to aid one another; that 
producers sometimes help consumers to purchase wisely; and that the states 
and the Federal government provide information and certain types of protec- 
tion for consumers. In spite of these efforts to aid the consumer, he is as yet 
a long way from attaining his goal of being able to purchase goods intelligently. 

We also pointed out in this chapter the economic repercussions that may 
result from decisions of consumers to change the relative proportions of their 
incomes which they devote to spending and saving. 
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Study Questions 

1. In what way does the consumer exert a controlling influence upon the 
economy? 

2. “It is clear that the individual consumer cannot influence prices; as a 
result, prices usually are determined by producers.” Comment. 

3. What is meant by saying that consumer influence in prices is indirect? 

4. What is the difference between direct consumption and indirect con- 
sumption? 

5. Name the factors that affect the consumer’s freedom of choice. 

6. What are the advantages claimed for installment selling? What are the 
possible abuses? 

7. What methods are advocated to aid the consumer? 

8. If you were asked to devise ways and means to aid consumers, what 
suggestions would you make? 

9. What is meant by the propensity to consume? Explain the economic 
effects that may result from a change in the propensity to consume. 

Exercises 

1. Study the advertisements found in any magazine. Determine Ciu-efully 
the type of appeal that each presents. List these and point out whether the 
appeals are beneficial to the consumer. 

2. Study some of the reports published by the Federal Trade Commission 
and point out the methods or devices used to secure consumer approval of the 
nianufacturer’s product. 
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